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CAN AMERICAN BUSINESS MEET THE 
PRESENT EMERGENCY? 


By WALLACE B. DONHAM 


n of the newly completed build- 
Harvard Graduate 
S | of Business Administration, I 
mphasized the importance of change 
1 new factor in civilization, and the 
‘ssity not so much of our learning 
w to deal with successive changes as 
y occur, as of our learning general 
inciples which may enable us to deal 
effectively with change itself— 
nstant change—in ways which may 
is a more stable basis for society 
for its continuous progress. At 

it time I suggested that the whole 
1 of business ethics, where bio- 
lly stable human nature comes 

t to the new problems arising out 
nstantly changing environment, 
ild be explored to see if hints can 
btained there. This I still think 


ik an address! given at the dedica- 


rs of the 


ad 


[n a recent volume? I have attempted 
ther approach, to wit, a logical 
method of meeting this problem of 


V HARVARD BUSINESS REVIEW 401, July, 1927. 
* Business Adrift, by Wallace B. Donham. New 
tk: McGraw-Hill Book Company, Inc., 1931, from 
which this article has been extracted. 


change, exploring the possibility that 
we may fix many variables for limited 
periods of time, hoping thereby that the 
complicated flux of things which is 
modern industrial civilization may be 
brought to some greater extent within 
the boundaries of rational thought. 
This may enable us to plan. If it 
cannot be done, we must continue to 
drift aimlessly through time—for the 
most part taking what comes, as for 
thousands of years our ancestors have 
done, full of superstitions and obsessed 
with fear of the unknown and unfore- 
seeable. If broad rationalization of 
the future is impossible, planning is 
impossible. 

If, however, the logical and practical 
problems which are involved can be 
solved even to rough first approxima- 
tions, there is the greatest significance 
in the social sciences. Indeed, if ra- 
tionalization is possible, the social 
sciences become the most significant 
of all sciences, for they deal with phe- 
nomena which form the essential back- 
ground of civilization upon which alone 
other sciences can bring about progress. 

I am personally convinced that ra- 
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tionalization of the future in this way 
is possible to an extent hitherto un- 
realized. The really significant facts 
are that we must have a general plan 
for American business and behind that 
plan a sound social philosophy, or we 
shall through unconscious mistakes in 
the use of our great power destroy 
western civilization. It is my belief 
that the only hope for western civiliza- 
tion centers in the ability and the 
leadership of American business, in the 
recognition of fields in which govern- 
ment action is necessary to secure 
sound results, and in the capacity to 
make and carry out a major plan con- 
ceived in the largest terms by men of 
the highest ability and social objectives. 

How can we as business men, within 
the areas for which we are responsible, 
best meet the needs of the American 
people, most nearly approximate sup- 
plying their wants, maintain profits, 
handle problems of unemployment, 
face the Russian challenge, and at the 
same time aid Europe and contribute 
most to the cause of International 
Peace? 

Analyzing the needs and wants of 
the American people, one finds it 
necessary to recognize that immaterial 
needs, and wants not capable of satis- 
faction by commodities, compete with 
the commodities produced by business 
and upon which business depends. 
Sound progress is possible only if this 
competition is taken into account and 
if labor as well as capital gets an 
equitable share of our increasing control 
over nature. The principal intangible 
wants are the want for security, includ- 
ing steady employment as the greatest 
present factor, and the want for leisure to 
enjoy civilization. On the other hand, 
men spend their time in civil life making 
things to obtain greater control over 
nature, making things for their neigh- 








bors which they can buy, meeting 
community needs, or loafing. 

Not only is the whole relationship of 
human life to human needs and wants 
a succession of choices among alterna- 
tive possibilities, but these choices also 
are not among tangible things alone. 
American business has made much 
progress in meeting wants and needs so 
far as material things can meet them— 
even our temporary breakdown at the 
present time is not in the area of things 
so much as in the area of security. And 
as between certain short-time policies 
which seem to be necessary to cope 
directly with the present emergency, 
and those long-time policies which in- 
volve too many intangibles and vari- 
ables for accurate formulation, it may, 
perhaps, be wise to consider certain 
**middle-period”’ policies which involve 
a maximum of possible effectiveness in 
solving our major problems. One of 
these policies is that of foreign trade. 


The Present Emergency and Our Export 
Trade 


When I first defined this problem 
I was a modified free trader as I always 
have been, and I expected to find the best 
answer in low tariffs and aggressive ex- 
port trade. The impact of the logical 
methodology used on the problem at 
these points and in several others com- 
pletely changed my point of view. I 
am wholly surprised at my landing 
places, but they are free at least from 
one criticism: the thesis is not a defense 
of preconceived ideas. The method 
was worked out from other problems 
and then applied to this problem. Mis- 
taken I may be, but the conclusions 
reached are not the irrational reflex 
of emotional points of view showing 
through into a new type of situation. 

A study of the history of American 
business since 1907 convinced me that 
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several factors of rapid change had tem- 

porarily obscured more fundamental 
“tuations and accounted for our present 
emergency. We have had a high de- 
cree of apparent security because 
improvements in technology and man- 
agement, coupled with great new inven- 
tions, with rapidly expanding foreign 
trade, with great investments in foreign 
securities and a restriction of immigra- 
tion, have kept our people steadily 
employed and have enabled us to 
absorb many millions not only of in- 
creased population, but also of women, 
farmers and immigrants into industry 
and commerce. Minor danger signals 
appeared, like the occurrence of some 
technological unemployment, but on 
the whole we concluded that the world 
was ours. 

We have had a jolt. <A study of the 
probable future of business forces the 
conclusion that the factors enabling us 
to absorb more and more of our increas- 
ing population, and of our farmers, into 
industry are going to be less significant 
in the period ahead; while improve- 
ments in technology and management 
which tend to throw men out of employ- 
ment are going to become even more 
significant. This leads one not only to 
a more thorough examination of the 
function of government in a capitalistic 
society, and its responsibility to give 
work where private business cannot, 
but also to realize more clearly why 
our industrial leaders are so actively 
making plans to expand aggressively 
through exports. 

Since, however, our home market now 
absorbs go per cent of our manufac- 
tured goods, such a foreign-trade policy 
does not appear satisfactory. The 
bstacles to expansion are far more 
imposing than the favorable elements. 
One of the most important elements is 

© present tariff trend created by the 





necessity of stabilizing social groups, 
here and elsewhere. ‘This creates the 
need abroad for protecting the markets 
of the industrial world against us, so 
that foreign industry can be stabilized 
and developed. Our own tendency is 
sufficiently sound, it now seems to me, 
to protect every important social group 
which is threatened by foreign competi- 
tion. The tendency both here and 
abroad to increase tariffs is accentuated 
by the war-debt situation and by the 
Russian export policy which has disor- 
ganized the wheat markets of the world 
and which may at any time disorganize 
other markets. 

In addition, England and Germany, 
both of which already have their na- 
tional economics based on foreign trade, 
must, if we enter this field aggressively, 
be bitter competitors of America in ex- 
port trade, for it is their only hope of 
national salvation. We are not now 
dependent on export trade and this is 
the worst time we could select for 
changing our national economy to a 
new basis, for we shall compete with 
England and Germany and, after an 
expensive and destructive fight, prob- 
ably resulting in lower standards of 
living here in America, almost certainly 
weaken them dangerously. This is 
true whether we are to receive payment 
for our exports in foreign commodities 
or in foreign securities. Export trade 
is the least stable of economic situa- 
tions, and the instability will bear first 
on the labor group and then on capital. 

The Russian situation is to be con- 
sidered not in a manner hostile to the 
Russian people but on the basic as- 
sumption of the success of the Soviet 
Plan for the next generation, just as we 
would consider any other major busi- 
ness risk. They are equipped to move 
their labor around as need arises for 
capital goods, for consumer goods or 
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for community needs, and, by con- 
trolling these factors and purchasing 
power, to eliminate unemployment. 
Historical precedents have shown that 
well-entrenched autocracies have had a 
habit of succeeding in strictly com- 
parable enterprises. 

Hence, the risk is involved, even if 
we succeed in developing exports under 
existing adverse conditions, of weaken- 
ing England and Germany by our 
bitter competition to the point where 
their standards of living are reduced, 
just at a time when Russian standards 
may be expected to goup. They would 
turn Communist, and Western Europe 
as we know and believe in it, based on 
individual initiative, would fall. We 
ourselves could hardly be immune. 

Therefore, we should not expand our 
exports aggressively even if we can, 
which I doubt. Success would be far 
more dangerous than failure. 

Even if this picture is overdrawn, the 
aggressive expansion of exports would 
introduce a wholly unnecessary hazard 
into American business and create a 
degree of bitterness in competition 
almost inevitably leading to war. Our 
great advantages are not to be ignored, 
but for compelling reasons these ad- 
vantages appear inadequate to insure 
success, and the effort to expand our 
exports aggressively will threaten our 
whole standards of living. 

Our tariff policy can be analyzed to 
determine how we can keep stability 
here and be most helpful to England 
and Germany, so far as may be practi- 
cable, through opening our home mar- 
kets without disturbing our existing 
economicgroups. From thesame point 
of view, of strengthening Western Eu- 
rope as well as in our own interests, I 
suggest cancelling the war debts, pro- 
vided Europe stabilizes herself through 
cooperation. 
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Stalin’s philosophical warning to cap. 
italistic society of the dangers in 
capitalistic civilization of unbridled highe 
competition for markets, with its immi- 
nent danger of war, must be considered 
seriously. ‘There is, however, another 
type of solution for our major problems 
through the development of our home 
market, using the democracy we love 
where individual businesses cannot solve 
our problems. Can we restrain our his 
exports and solve our approaching By 
persistent unemployment and business 
problems through our home market of 
125,000,000 people? If government 
does its intermittent part in times of ol 
depression, we not only can do this, but from h 
through this home market we can 
steadily raise standards of living and 
meet increasingly the needs and wants 
of our people for security and leisure. 


The Solution Offered by Developing 
the Home Market standal 


This is possible through our steadily must § 
increasing control over nature and doomec 
improving management, but it is possi- 
ble only if we recognize that insecurity 
is our worst business competitor and 
that the lack of leisure limits home 
markets for things made by business. 

We are behind England and Germany 
in giving security because they had to 
give it to attain even relative stability. 
We have been in a fool’s paradise where 
we thought good business a substitute 
for security. Now we must face the 
problem. 

Increased security and leisure will 
tend to increase costs but, if we proceed future, 
carefully, these costs will be offset by protect 
improvements in technology and man- they m 
agement. Giving security and leisure avoid 
will also lessen sales resistance and they 1 
build up demand. It will be a step themse 
toward balancing our productive capac- While 
ity and our demand. raise 
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| realize the arguments which will 
be made against a theory of giving 
-her wages in the form of greater 
irity or shorter hours. I doubt 
any will appear which were not 
rled at Henry Ford, with me joining 
the chorus, when he did his greatest 
service to American business. This 
service was not his automobile—some- 
e else would have done this. It was 
five-dollar-a-day minimum wage. 
3y dramatizing the possibilities of 
increased wages combined in this scien- 
world with decreased costs, he 
-ht American business the value 
stimulated markets which result 
m high real wages. It is now nec- 
essary for American business men to 
ize that for the same basic reasons 
nd with the same sure result they and 
government should conserve this 
greater security and more leisure. As 
ience and management progress, 
tandards of living for many millions 
t go up steadily or capitalism is 
med, for the security of capital 
annot long exist apart from an equi- 
ble division with labor or apart from 
irity for labor. 
England a hundred years ago had 
similar opportunity to raise stand- 
ards at home but, because of the mental 
nfusion and lack of vision consequent 
n the search for markets abroad rather 
at home, she failed to make an 
equitable distribution between labor 
nd capital. The results were stagna- 
raids on capital, and peaceful 
revolution. To have any hope for the 
future, England and Germany must 
protect home industries in order that 
ey may reduce unemployment. To 
id bitter competition in exports 
y must make agreements among 
‘mselves to limit such competition. 
While this is going on they should 
standards at home and develop 
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their home markets through high wages, 
and not by doles. The only remedy for 
unemployment is work. 


The Unemployment Problem and 
Its Solution—W ork 


Not only is the present unemploy- 
ment emergency more serious than 
any previous emergency but it will 
require the wisest immediate manage- 
ment by both business and government 
to prevent it from turning into a per- 
manent problem of major significance. 
Technological unemployment _ will 
otherwise be around the corner im- 
mediately ahead. Even now we are in 
process of lowering rapidly the stand- 
ards of living of the American people 
by our stagger system of lay-offs. If 
permanent unemployment follows on 
a large scale, the reduced purchasing 
power resulting from such unemploy- 
ment and from constricted markets 
will bring about the total continuous 
unemployment of a substantial part 
of our labor or reduced standards for 
all. The social problem will become 
insoluble and the charity charge in- 
calculable. Raids on capital through 
some dole system will surely follow. 
If something is not done which changes 
the situation, we may well be facing an 
immediate major breakdown of capital- 
ism. For example, if the problem of 
permanent unemployment is met by 
staggering labor on part time as the 
present depression is being met, the 
reduced purchasing power of the whole 
labor group will mean a cut in real 
wages throughout the country, still 
greater reduction in purchasing power, 
and lowered national standards of 
living. Purchasing power is dependent 
not on high hourly rates of wages but 
on total earnings. Except for the fact 
that men work part of the time, stagger- 
ing as a solution of unemployment, 











262 


while possibly sound and surely humane 
as a method of handling temporary 
situations, is, as a permanent policy, 
comparable in viciousness with the 
British dole. 

Consider the implications of the 
two methods of laying off men which 
are now in use in this business 
depression. 

The total lay-off by discharge of 
selected men has two significant ele- 
ments. The discharged employee falls 
back first on savings, if any are avail- 
able, and then on charity or other aid, 
reducing thereby both purchasing power 
and self-respect. He becomes through 
charity or governmental activities a 
charge on capital. When on the up- 
swing of the cycle he is reemployed, 
his purchasing power is limited but 
gradually builds up as recovery gains 
ground. On the other hand, the full- 
time employee who is retained keeps 
his full purchasing power. Through 
thrift caused by fear he saves an un- 
usual amount, thereby accumulating 
purchasing power or security which he 
will use when fear disappears, thus 
giving a reservoir of purchasing power 
to stimulate recovery. 

Compare with this the effects of the 
stagger system. Every employee has 
his purchasing power cut to the bare 
necessities. Self-respect is retained on 
a higher level but no reservoir of pur- 
chasing power is built up anywhere. 
In the present depression this method 
of lay-off has become very wide-spread. 
If this gain in self-respect is not to be 
obtained at the expense of slower 
recovery, some other stimulus to pro- 
duction, comparable with the  pur- 
chasing power of the employees retained 
with full-time employment under the 
other system, must be sought. The 
only possible stimulus seems large and 
well-timed governmental expenditures 
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CAI 
for permanent improvement. Recogni- inevital 
tion of this fact by business and politics 
will, in my judgment, prove an economy 
to capital, through the increased profits 
of better business, and a source of social 
stability. Failure to recognize it may 
well bring about a lowering of our 
standards of living which would last 
for a considerable period. 

The only sound remedy for unem- 
ployment is work, and capitalistic 
society fails miserably if able-bodied 
men are persistently unable to get work 
or if no remedy can be found for the 
recurring periods of unemployment 
which will at least assure to able-bodied 
men theirfundamental needs. Men are 
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owes them a chance through work to capacit 
live with self-respect. which | 
Permanent unemployment is a prob- and se 
lem which should be met almost wholly of the. 
by business policies. ‘To this end busi- one 
ness must have a plan which will buy th 
assure conditions of prosperity and busine: 
continuity of employment during most job o} 
of each decade. The effect of any such justific 
plan wisely conceived will be to mini- throug 
mize but not eliminate the fluctuations. ‘t enal 
In the present state of our knowledge, degree 


however, we must look forward to re- 
curring cycles at the bottom of which 
both labor and capital are in difficulty. 
Even during such periods the laborer is 
entitled to feel that society owes him a 
job. On the other hand, under these 
conditions business cannot offer him a 
job without creating inefficiency in 
management and often the destruction 
of industry. Even if business had the 
strength to keep going, the piling up 
of finished goods for which no demand 
exists would be wholly destructive. 
Society through governmental agencies 
should take the responsibility in time 
of depression. During these periods 
of depression both labor and capital 
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inevitably suffer and any governmental 
remedy should seek to take care of the 
situation on the emergency level, but 
such remedies should be based on the 
fact that the only remedy for unemploy- 
ment that preserves self-respect is work. 
Unemployment insurance is wholly bad. 

The peculiar function of business in 
.n individualistic society should be 
the development of efficiency in con- 
trol over nature and in management, 
upon which alone progress may be 
based. This efficiency should show 
itself in plans which keep us thoroughly 
equipped with the capital needed to 
secure progressively greater control 
ver nature without at the same time 
losing our balance between productive 
capacity and markets, and in plans 
which bring about through high wages 
and security an equitable distribution 
of the gains from progress. Otherwise 
our neighbors lose their capacity to 
buy the things which are produced by 
business. Business should stick to this 
job of efficiency, for the principal 
justification of capitalism is that 
through stimulating private initiative 
it enables us to obtain the maximum 
degree of progress. The peculiar func- 
tion of government should be the 
maintenance of stability of employment 
through plans for public works con- 
stantly kept in touch with the needs of 
a changing world but applied only 
where business itself is unable to supply 
the necessary elements of security. 
[his requires regular systematic plan- 
ning by both business and government. 


What Are the Proper Relations between 
Business and Government? 


Susiness must make its own plans 
because otherwise it cannot assume its 
social responsibility. But many prob- 
ems of the future will require govern- 
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mental action for their sound solution, 
and the plans of business must fit in 
with the plans of government. This 
statement necessitates some further 
analysis of the function of government 
and of the function of business in 
an individualistic, capitalistic society. 
Soviet Russia combines the two func- 
tions. Our objection to such a combi- 
nation is that it involves the lessening 
of individual initiative and the con- 
siderable restriction of personal liberty. 
If, however, a society like ours is to 
endure, it will be because both business 
and government so perform their func- 
tions that all large groups get security 
coupled with a fair share in progress. 

Our desire is, and should be, to 
accomplish as many socially sound 
objectives as possible through the mech- 
anism of efficient business with result- 
ing greater progress rather than through 
government with its necessarily lower 
standards of efficiency. It is necessary 
therefore to analyze the mechanism of 
business and see to what degree, 
through wise planning and the ac- 
ceptance of social responsibility, busi- 
ness can give security and still maintain 
its efficiency. We can then define the 
proper function of government. 

There are obvious limitations on what 
business can do. For example, busi- 
ness cannot protect industries suddenly 
attacked by foreign competition. We 
have always recognized this fact and 
have always relied on the government 
to protect such industries through 
tariffs. On the other hand, _busi- 
ness should assume the responsibility 
through planning to minimize the evils 
of unrestricted competition, especially 
the lack of balance that results from 
such competition and consequent unem- 
ployment. This may require changes 
in laws to make it possible for business 
to take the necessary steps. The Sher- 








264 HARVARD BUSINESS REVIEW 


man Act and its amendments need to 
be reconsidered. 

During more prosperous periods, busi- 
ness can by wise planning give a very 
high degree of security in such areas as 
employment. ‘To accomplish this ob- 
jective, business must have a plan 
which will assure conditions of pros- 
perity and continuity of employment 
during as large a part of each decade as 
possible. The effect of any real plan 
wisely conceived will be to minimize but 
not to eliminate fluctuations. At best, 
planning will at times be mistaken and 
plans will be ineffectively carried out. 
Business can at no time give 100% em- 
ployment and there is perhaps a ques- 
tion whether it is socially desirable that 
it should. A small floating supply of 
labor is a great community asset if the 
group in question does not suffer. 

The laborer at all periods of the 
business cycle is entitled to feel that 
society owes him a job. On the other 
hand, under these conditions business 
cannot offer him a job without creating 
inefficiency in management and often 
the destruction of industry. To some 
extent during periods of good business 
and to a large extent after the turn 
from good times to bad times, business 
loses its capacity to afford labor secur- 
ity. If business today attempted to 
give security to American labor, it 
would bankrupt business on a very 
wide-spread scale and the end result 
would be a long-time reduction in the 
standards of living of the American 
people. Remedies for individual com- 
panies such as those being worked out 
by the General Electric Company are 
constructive in themselves but they do 
not form a basis for solving the general 
situation. Among other things the 
General Electric, one of the greatest 
of our industrials, can do things which 
most of the smaller companies in the 


country cannot possibly do. No gener- 
alization can be made from the success 
of a plan instituted by one of the half. 
dozen most powerful companies in the 
country. The similar schemes now 
being worked out in smaller and rela- 
tively weaker industries, notably in the 
garment industry, indicate more as to 
the possibilities of this approach, but the 
practical difficulties are great and these 
plans seem unlikely to form the basis 
for a solution of our national problem. 

All such plans are of necessity based 
on the insurance principle, for no com- 
pany or group of companies can assure 
continuous work. The whole principle 
of insurance as applied to unemploy- 
ment is, in my opinion, unsound. The 
remedy for unemployment is work. 
Anything else, again in my opinion, 
is sheer social waste. Nevertheless 
such approaches by private companies 
and by individual industries are far 
preferable to state unemployment-insur- 
ance plans. Such plans threaten the 
very foundations of our democracy, 
for they build up great groups of men 
feeding on government bounty, while 
their will to work disappears. ‘The 
habit of loafing while being supported 
by the government is a form of national 
drug habit and comparable to morphine 
in its disastrous consequences. Men 
will combine to preserve their privilege 
of loafing as morphine addicts will 
seek their drug. The socially sound 
and productive remedy for unemploy- 
ment is work, and on this basis only 
should government intervene. 

I see no way out of the conclusion 
that security for unemployment in 
times of emergency like this must be 
attained through work made available 
by the government. Charity is not 
a sound answer. Insurance is wholly 
inept. Old age, invalidism and injuries 
are somewhat different in character. 
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Here the incidence of the difficulty 
be met may affect anyone in the 

munity and is out of his control. 

Such difficulties can be met through 
surance without loss of self-respect. 

As a matter of permanent planning, 
the government should at all times, 

rough employment agencies coopera- 
tively maintained by the federal and 
state governments, have an effectively 
accurate knowledge of the incidence 

nd volume of unemployment. When- 
ever this index shows more than a 
rmal amount of unemployment, pub- 
lic works should be started to take up 
the slack. In no other way can grave 
cial instability be avoided. 

One of the principal dangers, how- 
ver, which has to be avoided in any 
lemocratic society is the increase in 

number of permanent employees 
fthe government. Otherwise a demo- 
cratic society creates a permanent body 
vith strong reasons for controlling the 
overnment in its own interests. If 

h a group becomes big enough to 
exercise a balance of power, as iteasily 

ay, the government becomes a servant 
fthat group. The effect is inevitably 
adverse to the interests of the great 

jority of the people. This is a 
peculiar danger in all state insurance 

It should be minimized even 
in evoking the remedy of work. 

\ny mechanism for handling un- 
employment through the government 
should contain within itself forces which 

ill, as soon as possible through the 
individual initiative of men temporarily 
employed by the government, lead 
hem back into industry and restore 

normal balance. The urge to go 
back into private industry should be 
the urge resulting from the ability to 
earn higher wages and find more satis- 
factory employment in industry. ‘The 
‘act that each particular piece of public 
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work would liquidate itself as it ap- 
proached completion would be a large 
factor in restoring men to industry. 

As a long-time program, therefore, 
I believe that the government should 
have at all times a great variety of such 
public and semi-public projects ad- 
vanced to the stage where they can be 
started whenever an unemployment 
emergency occurs. These projects 
should be in the nature of permanent 
social improvements and they should 
be widely distributed both geographi- 
cally and in kind. So far as possible 
they should not compete with industry, 
but some competition will be unavoid- 
able. In this country such projects 
should be undertaken to a considerable 
extent in any particular state only if 
the state shares the burdens. 

Whenever an unemployment emer- 
gency exists for any reason, the govern- 
ment should steadily offer to the 
unemployed work on such projects. 
This work could be controlled through 
the same type of engineers that we 
used in building the Panama Canal. 


There should always be available 
appropriations which could be ex- 
pended at executive discretion so 


that such projects could be under- 
taken without delay. ‘The wages paid 
should be somewhat higher than the 
scale which would be adopted in any 
possible unemployment insurance, but 
should always be substantially less 
than could be obtained in industry 
when industry is running normally. 
I suggest the possibility that the wage 
scale for each individual be fixed at 
50% of the amount of the regular 
wage he earned on his last job, provided 
he held the job within a year. He 
might well be given also the dependent 
allowance contemplated in the labor 
program of unemployment insurance. 
Maximum and minimum rates should 
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be fixed. If his status was not clear, 
he should be classified by some govern- 
ment authority with discretionary 
power and given the wage to which he 
was properly entitled. Young men 
should be similarly classified as com- 
mon laborers. Such a plan would be 
subject to minor frauds, but if proper 
penalties for fraud were included in 
the legislation this does not seem to me 
a serious objection. If a man were 
obliged to work away from home, 
some readjustment to cover his personal 
living expenses would undoubtedly be 
required. ‘The point is that the govern- 
ment should take the responsibility 
for giving security but not for making 
progress. No agency but the govern- 
ment can supply security through work 
paid for at the security level. It is 
the job of business to pay high wages 
and thereby provide for progress. 

This proposal does not mean that 
the government would be paying less 
for its work than private contractors 
or business concerns. In fact, taking 
into consideration all additional ex- 
penditures, the government would prob- 
ably be paying more in total wages for 
each separate constructive work. In 
addition to the wages paid to those so 
employed, the government would re- 
quire funds to move temporary em- 
ployees from one part of the country 
to another as projects developed, and 
to pay part if not all of their personal 
living expenses. Furthermore, it is 
probable that the results secured would 
be more expensive than they would 
under private direction, partly because 
of many inexperienced workmen, partly 
because of the miscellaneous nature 
of the undertakings, partly because 
of organization difficulties. Naturally 
this would increase total costs. This 
proposal is not made to exploit labor. 
Rather, it is a plan to give labor security 


against such dire periods of economic 
distress as the one through which we 
are now passing, and the wage scale 
might well be based on what labor 
properly seeks to obtain as security 
through the unsound approach of un- 
employment insurance. No obligation 
is owed the able-bodied by the govern- 
ment except the obligation to provide 
work. 


Implications of the Suggested Plan 


The result of any such program would 
be something as follows. As projects 
were undertaken by the government, 
the need for buying materials would 
stimulate industry and particularly raw 
materials. The effect would be to 
stabilize industry and employment. 
For every man so employed by the 
government, probably another man 
would be required by industry in the 
production of the materials needed for 
the government work. Other buyers 
would recover their courage and men 
now terrified of losing their jobs would 
feel secure. When in all these ways 
business picked up, the men so em- 
ployed by the government would leave 
as rapidly as possible to return to 
industry because of the higher wages 
offered byindustry. Such a plan would 
be equivalent to saying that society 
takes the responsibility for a minimum 
wage but does not take that responsi- 
bility unless the wage is earned. Any 
such work should be managed so far as 
possible independently of industry by 
government employees and expert civil- 
ians. When unemployment ceased to 
be of the emergency nature, free oppor- 
tunity should be given to private 
contractors on the usual competitive 
basis to complete each particular proj- 
ect started by the government for this 
purpose or at least to carry it to some 
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sound stopping place. Such contrac- 
tors would of course pay normal wages. 

If such remedies are not adopted as 
ceneral policies, in all probability busi- 
ness must meet depressions by cutting 
wages, for there is no other way to 
reduce costs rapidly and thereby stimu- 
late buying. Yet cutting wages re- 
duces purchasing power. We shall 
each time start back to prosperity from 
some low-wage basis, instead of the 
basis attained in the last period of 
prosperity. All our philosophy of high 
wages will go, and serious labor con- 
troversies will be inevitable. 

The stimulus to business which would 
be given in each period of depression by 
the entry of the government as a large 
buyer would rapidly restore confidence, 
reduce the competition of fear and bring 
about, through the individual initiative 
of industry and of labor, the return of 
labor into its normal employment by 
industry at the higher wage scale. 

The charges imposed on capital, in- 
dustry and the government budget by 
such a general plan would in my judg- 
ment be far less than will inevitably 
result from prolonged bad business and 
consequent burdens unless something 
is done to cure the present situation. 
from a financial standpoint expendi- 
tures of this nature could be separated 
from the current budget and financed 
on an emergency budget through serial 
bonds, subject to call at or close to par, 
maturing in not exceeding ten years. 
These should be paid as rapidly as 
possible in any period of prosperity. 
Such a plan is a suggestion that we 
borrow when money rates are cheapest 
for the purpose of stabilizing industry 
and restoring conditions of prosperity 
ind that we pay the loans so made when 
government revenue is rnost readily 
obtained. Payments on the _ bonds 

uld typically come due when it would 


be relatively easy to make them. Such 
payments would tend to minimize the 
fluctuations of the business cycle. Any 
such long-time policy should include a 
planning board constantly in touch with 
community needs so that emergency 
work should have a maximum of social 
value. 

The existing relative immunity of 
France from the evils of the present 
situation exists because in her pre- 
dominantly agricultural economy, her 
laborers in industry can still go back to 
the home farm where they are assured 
of just such a job and a living as is here 
suggested, namely at the lower sub- 
sistence level. ‘This is the secret of her 
security. In the United States, on the 
contrary, the farm situation has aggra- 
vated the industrial difficulty. But 
the situation in France suggests a pos- 
sible method of obtaining security for 
industrial society. 

The adoption by the government of a 
program to cure unemployment along 
the lines above suggested would serve 
as a powerful stimulus to business to 
improve its own planning and to carry 
out the plans so made. Every business 
fears all tendencies which increase 
taxes. In the nature of things govern- 
ment expenditures for extensive public 
improvements in periods of depression, 
or to cure technological unemployment, 
would have to be paid for either through 
the issue of bonds or out of current 
budgets. If bonds were issued, they 
would have to be retired out of future 
levies on capital. The only way of 
avoiding such levies would be through 
managing business so efficiently that 
serious emergencies would not recur and 
that technological unemployment would 
not develop. Under these conditions 
business would demand plans from its 
leaders and would develop its own 
sanctions which carried out the plans 
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so evolved. Persistent technological 
and management unemployment would 
always indicate a failure of business 
planning. Emergency unemployment 
situations would indicate either failure 
in business planning or the existence 
of forces out of business control. In 
either case the government should give 
security through carefully worked out 
plans for public improvements. Busi- 
ness would be constantly stimulated to 
efficiency, and the government would 
be at all times watchful of its social 
obligation to give security through 
work. The contribution so made by 
government to the efficiency of business 
would be very great. 

If some such plan is not adopted and 
if, as a consequence of the elements in 
our industrial situation which I have 
mentioned earlier in this article, either 
technological unemployment or any 
other form of persistent unemployment 
becomes a part of our national economy, 
we shall, through sheer lack of common 
sense and elementary foresight, reach 
the anomalous conclusion that im- 
proved technology and management 
bring about, through technological and 
management unemployment, reduced 
standards of living and insoluble social 
problems. Sucharesultis unthinkable. 


The Need of a Positive and Adequate 
Social View-point 


We are far too prone to think defen- 
sively about the relationship of capital 
to human society and particularly 
about its relationship to democracy. 
This point of view is fundamentally 
unsound. ‘There are many significant 
elements in capitalism which in the 
interests of the whole group need to be 
preserved. There is real need of de- 
fending capitalism against destructive 
changes based on inadequate considera- 


tion. But purely defensive thinking 
will in itself be destructive. 

The whole history of the world gives 
evidence that capitalism and capital 
can be defended only by constructive 
programs based on the consideration 
of social responsibility rather than by a 
series of rear-guard engagements where 
capital is successively fighting to hold 
one specific point after another. The 
defense of capitalism by this latter 
method is in the nature of things impos- 
sible. If capitalism and capital are not 
based on programs which are socially 
sound for the whole mass of our people, 
the preservation of existing capital 
and the continuance of the capitalistic 
system will both be impossible. The 
few can never defend themselves against 
the many. They can only lead the 
large group in directions which are best 
for both, and where there is a conflict of 
interest they must prefer the many. 

From 1700 to nearly 1800 the nobility 
in France, who to a large extent repre- 
sented capital, engaged in a series of 
defensive engagements for the main- 
tenance of privilege. The objective 
was to keep the canaille down. At the 
end of this period the French Revolu- 
tion broke catastrophically on the 
scene and the whole battle was lost. 
The success which they had in their 
rear-guard engagements did not prevent 
this loss of the major encounter. The 
history of England is a history for a 
hundred and fifty years of running 
rear-guard engagements, with industrial 
capital at all times trying to defend its 
then existing position. The result of 
these encounters after a century was the 
growth of labor into a position of power 
because there was no other way for 
labor to obtain its fair share of human 
progress. After a century and a half, 
the result was a peaceful revolution, the 
great masses bringing about changes 
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nking ugh high taxes with inadequate dling of the problem through high wages 
: -onsideration of the future, in the effort became dominant so rapidly that the 
Lives +> raise the standards of British labor. whole attitude of labor reversed itself 
pital [he most serious problem in England and labor began to work with employers 
Ctive today is the continued lack of vigilance to their mutual interest. Similar wis- 
ation n the part of the employer classes, in dom is needed now. Our sense of 
by a interpreting what has already happened, security has broken down, and labor 
here their constant failure to join in cannot be kept in this cooperative frame 
hold working out really constructive solu- of mind without security. 
The tions for the benefit of all. The autoc- Of course there are dangers in a 
itter racy of the czars in Russia for a democratic organization of society; of 
pos- | ng period of time based its dominance course there are tendencies that need 
not on fear and force. Here again, as in to be checked. We must not, for 
ally the case of the French nobility, the example, get ourselves into a situation 
ple, autocracy was successful in all its wherea very large fraction of our people 
ital minor engagements but the revolution work permanently for the government. 
istic was the inevitable consequence. However, in our desire to minimize 
lhe Our old labor policies in this country, these tendencies we must not fail to 
inst before Henry Ford dramatized the furnish alternative solutions to the 
the gnificance of the five-dollar day and problems which create the tendencies. 
rest before the most socially minded of our Effective leadership of this type should 
t of large employers saw the point of a_ not be beyond the bounds of possibility. 
anged attitude, constituted a history The judgment here expressed may be 
ity f rear-guard engagements lost at al- wrong at several points. I have, how- 
re- most every turn. Labor became more ever, no doubt about the soundness 


of nd more powerful and less and less of my conclusion that we must have 
in- reasonable in its demands. Fortu- a philosophy, a plan, and a method of 
ive nately, in the last few years, this has thinking about the future. Without 
he inged radically. ‘The forces leading these the influence of American business 
lu toward constructive affirmative han- on civilization will be destructive. 
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THE FIVE-DAY WEEK 
By WILLIAM GREEN 


EOPLE work in order to supply 

the things and services needed by 

other people. Work periods must 
be long enough to get the work done. 
In the old days of hand labor, the work 
hours were long—often from sunup to 
twilight. The story of the shortening 
of these hours has been only partially 
recorded. 


The Shortening of Working Periods 


In 1822 the millwrights and machin- 
ists declared that work ought to begin 
at 6 a. m. and stop at 6 p. m. with an 
hour for breakfast and an hour for 
dinner. Three years later the Boston 
house carpenters precipitated a strike 
for the ten-hour day. In this strike, 
the historian tells us, the employer- 
capitalist was represented as supplying 
raw materials, financing the cost of pro- 
duction, marketing the finished prod- 
uct, and owning vacant lots and desiring 
to build on them. The carpenters 
were propertyless wage-earners with 
interests antagonistic to all others. 
The declaration of the master builders 
in reply to the demands of the strikers 
was classic. ‘They could not believe 
this project to have originated with 
any of the faithful and industrious 
Sons of New England, but were com- 
pelled to believe it an evil of for- 
eign growth. These good employers 
dreaded the consequences of such a 
measure on the morals and well-being of 
society. Similar arguments have reg- 
ularly been brought up against efforts 
to alter customary hours of daily 
labor. 

As machine power, materials and 
methods of production have been im- 
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proved, productivity, or the output 
per individual, has increased. As the 
workers were able to do more work in 
less time they suggested that, instead 
of laying off the workers who would 
be superfluous under the old standard 
of working hours, the work day be 
shortened. From twelve to ten hours, 
then from ten to eight hours, new 
standards were established. ‘Then the 
week began to readjust itself to one 
day’s rest in seven, then Saturday half- 
holiday, and later the five-day week. 
Progress was slow and uneven, for 
employers are not equally progressive. 

Each step has been contested by 
employers on the grounds of expense, 
upsetting of customary regulations, and 
decreased output. Yet since both the 
work day and the work week have been 
shortened, unit costs of production 
have lessened, output has increased 
many fold and all of industry has 
learned more efficient habits. The 
force which employers ignored in their 
arguments is the adjustability of in- 
dustry. Production is a live thing that 
finds new methods of its own voli- 
tion or under compulsion. Pressure 
brought on any one point forces all 
other factors to meet a new situation. 
Demand of workers for higher stand- 
ards has been a stimulus to industry 
to find more efficient methods. 


The Logic of Reducing Working Periods 


Reduction in hours of work whether 
by the day or week constitutes one 
of the ways by which workers share 
in economic and social progress. ‘The 
whole purpose of technical progress is 
to reduce the human labor necessary 


272 HARVARD BUSINESS REVIEW 








for proc 
of work 
creases 
If the 
out in 
to keep 
at any 
employ: 
corner 
progres 
succeed 
twelve- 
remain. 
to half 
modern 
an ou 
dustry 
Forme! 
have b 
of mec 
cles, a 
tools, | 
skill w 
amoun 
increas 
828 b 
primar 
increas 
and 1¢ 
Since 
steadil 
to hun 
works 
higher 
concel 
also h 
theref 
servat 


Has | 
Ke 


The 
withi 
a far 
work 


The | 


tput 
the 
k in 
tead 
yuld 
lard 

be 
urs, 
1eW 
the 
one 
alf- 
ek, 


for 


nd 








THE FIVE-DAY WEEK 271 


for production. But unless the hours 
of work are reduced as productivity in- 
creases we defeat our purpose. 
If the necessary output can be turned 
in less time, there is no point 
keeping the work day or work week 
at any customary standard. Many 
employers have in the past tried to 
corner all the benefits of technical 
progress and some have temporarily 
succeeded. Even yet vestiges of the 
twelve-hour day and seven-day week 
remain. Labor standards that belong 
to half a century ago have no place in 
modern industry. Change has been 
an outstanding characteristic of in- 
dustry of the past twenty years. 
Former methods and even industries 
have been replaced. The substitution 
of mechanical power for human mus- 
cles, and of machine tools for hand 
tools, has revolutionized the kinds of 
skill which workers must supply. The 
amount of horse-power used in industry 
increased from 4,284,499 to 15,868,- 
828 between 1919 and 1925. The 
primary horse-power per wage-earner 
increased 30.9 per cent between I9I9 
and 1927. 

Since mechanical power is furnished 
steadily without the fluctuations due 
to human fatigue, the human operative 
works at high tension. His output is 
higher and the demands upon his 
concentration and sustained efforts are 
also higher. Shorter work periods are 
therefore necessary as a human con- 
servation policy. 


Has the Reduction of Working Periods 
Kept Pace with the Mechanization 
of Industry? 


The rapid mechanization of industry 
within recent years has made possible 
a far greater reduction in hours of 
work than has actually taken place. 
The production of the average worker 
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in industry has increased far more 
rapidly in the decade since 1919 than 
in any other period of which we have 
record. From 1899 to 1909, produc- 
tivity increased 27.5 per cent. The 
decade from 1909 to 1919 brought a 
temporary check and, through the war 
readjustments, no further progress was 
made. But with the tremendous urge 
toward efficiency and technical advance 
in the decade from Ig919 to 1929, 
productivity rose 50 percent. ‘Thus the 
advance in these ten years nearly 
doubled that of the previous twenty 
years. ‘This amazing technical achieve- 
ment made possible an increase of 
leisure for those who operate industrial 
machinery. But leisure has by no 
means increased for them in proportion 
to their increasing power to produce— 
quite the contrary, in fact. 

During the decade 1909 to 1919, 
when productivity did not increase 
at all, great advances were made in 
shortening the work day. ‘This made it 
possible to bring up labor standards 
so as to overcome the discrepancy 
between labor and industrial progress. 
The Census of Manufactures shows 
that, in 1909, plants operating on a 
48-hour-week basis employed only 7.9 
per cent of the wage-earners in manu- 
facturing; in 1919, 48.7 per cent were 
working in 48-hour plants. But far 
less progress has been made since 1919, 
in the decade when improving tech- 
nique has curtailed work time per worker 
per unit by one-third. From 1919 to 
1923 the percentage of wage-earners 
working 48 hours a week actually 
declined from 48.7 per cent to 46. 1 per 
cent. Since that date we have no 
comparable information from the Cen- 
sus of Manufactures, but the Bureau of 
Labor Statistics carries the record for- 
ward in certain industries. 

In the boot and shoe, woolen-goods 
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and cotton-textile industries, hours of 
work have actually increased since 
1922. ‘These increases have occurred 
in non-union establishments. In foun- 
dries and machine shops there was a 
slight shortening of hours from 1923 
to 1929, amounting to 1.4 hours a week 
in foundries and half an hour a week 
in machine shops. But average full- 
time hours are over 50 a week in each 
industry, in spite of the machine 
displacement which has laid off thou- 
sands of workers. In slaughtering and 
meat-packing, the full-time week was 
nearly one hour longer in 1929 than 
in 1921, and hours are now 49.3 per 
week. In the automobile industry, 
in spite of the fact that productivity 
has increased nine per cent since 1922, 
average work time in 1929 was shorter 
by only seven-tenths of an hour a week. 
These figures include the Ford plant, 
and the effect of his five-day week on 
the average hours per week must 
consequently be offset by increases 
in the rest of the industry. 

It is significant also to compare the 
changes in hours of work before and 
after 1919. In men’s clothing, hours 
averaged 54.4 a week in 1911;' by 1919 
they had decreased to 47.9; from 1919 
to 1922 there was a further gain of 3.8 
hours a week, bringing the average 
schedule to 44.1; but since 1922 there 
has been practically no change, and 
hours still averaged 44.0 in 1928. 
Thus in the eight years before 1919, 
hours decreased by 6.5 a week, after 
1919 they decreased by only 3.9 in 
eight years, and this gain was before 
1922. Incotton goods, hours decreased 
from 58.5 in I910 to 51.8 in 1920, a 
gain of 6.7; from 1920 to 1930, how- 

1 Figures for 1910 and 1911 in this and the following 
items are for “‘selected occupations”; for later years 
they include all occupations. The difference is not 


more than three-tenths of an hour in 1914 when both 
groups are given. 


ever, with the southward movement of 
the industry, they have actually jn. 
creased 1.6 hours a week and are now 
53-4. Other industries tell the same 
story. Boots and shoes: decrease from 
56.5 to 48.6, 1910-20; increase to 48.9, 
1920-30. Woolen and worsted goods: 
decrease from 56.6 to 48.3, 1910-20; 
increase to 49.3, 1920-30. Hosiery and 
knit goods: decrease from 57.6 to 51.0, 
1919-22; slight increase to 51.3, 1920- 
28. In steel there has been an increase 
in hours of work since the introduction 
of the three-shift system in 1923, and 
hours in 1929 were longer in all but two 
divisions of the industry (puddling 
mills and open-hearth furnaces). 


Why Have Working Periods Recently 


Increased? 


This increase in hours was one of the 
consequences of so-called labor liquida- 
tion. After the World War industrial 
management was dominated by an 
obsession to liquidate labor. The in- 
dustrial depression of 1922 provided an 
opportunity, and price cuts were im- 
mediate and severe. At the same time 
all conditions of work were made more 
severe. The results in hours we have 
just discussed. But these things meant 
that labor standards were moving back- 
ward while technical development 
went rapidly forward. The cumulative 
result of these maladjustments made 
itself felt in declining markets for the 
products which were being turned out. 

These figures are enough to show 
general tendencies in industry in the 
last decade, when increases in produc- 
tivity have made reduction of hours 
not only possible but imperative. It 
is a shock to find that not only have we 
not yet attained the eight-hour day 
and the 48-hour week in many un- 
organized industries, but hundreds of 
thousands are still actually working 60 
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‘rs or more per week. In the 
ent industry, employing 30,961, 
ly hours actually average 60.8 a 
for all wage-earners. In oil min- 
> 66% work over 48 hours a week 
49% 60 hours or more; on oil 
lines, 77% work over 48 hours 

nd 24% work 60 hours or more; the 
ir week for any large number of 

; exists only in California where 
tandards are established. Even 

n laborers employed by munici- 

ies are no better off; in 351 cities 
y work 10 hours a day and 60 hours 


se are sore spots in our industrial 
ism. The 10-hour day and 60- 
week are thought to be things of 
past, and every forward-looking 
n knows that they should be far 


1 us. 


Resulting Maladjustments 


Because reductions of working time 
failed to keep pace with workers’ 
reased power to produce, we have 
; maladjustments. The average 
‘rin manufacturing in 1929 could 
ice in 5.3 hours what it took his 
cessors eight hours to produce in 


i919 and 10.2 hours in 1899. Because 


lange since 1919 was made in a 

10 years, the population has not 

able to consume the rapidly 

reasing output of our factories. In 

past when such changes took place 

longer periods, the power to 

ime kept a closer parallel to the 

r to produce and we found demand 

ly increasing enough to keep men 
rk. 

it in 1929, our factories, railroads 

nd mines actually produced and trans- 

rted their hugely increased output 

th 900,000 fewer men than in 1919: 


546,000 fewer were employed in fac- 


ies, while the reduction in force was 


253,000 on railroads and 100,000 in 
coal mines. 

Forty per cent of our 28 million 
industrial wage-earners normally de- 
pend on these industries for their 
living. Add to this the fact that 
our population is increasing and that 
slightly more than 500,000 persons 
seek work for the first time each year. 
This stream of new workers with the 
vigor of youth forces out the older 
workers, creating a new _ problem. 
With those laid off since 1919 we had 
by 1929 about 6,000,000 workers for 
whom jobs had to be found in industries 
normally employing only 60% of all 
wage-earners—the service industries, 
trade, communication and construc- 
tion. Employment has increased in 
these industries and some of the work 
seekers have undoubtedly found jobs 
there; some also have probably suc- 
ceeded in joining the ranks of the 
white-collared. But this accounts for 
only a small portion of the six million. 
Dr. Isador Lubin, in a study of 750 
workers laid off in three typical cities, 
found that only 13% found work in 
these co-called “newer” industries. 


The Need for Reducing the Number of 


Working Hours 


When we have so many more workers 
than are needed to do the nation’s 
work under modern methods, clearly 
the logical way out is to reduce the 
hours of work and create more employ- 
ment. This is the only fundamental 
solution and it is thoroughly in keeping 
with modern progress, both industrial 
and social. For in industry, as new 
and complicated machinery is intro- 
duced, the wage-earner’s job requires 
more intelligence and responsibility. 
Much of this new machinery is very 
costly and delicate. The man who 
operates a knitting machine with its 
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hundreds on hundreds of tiny parts and 
delicate adjustments can do thousands 
of dollars’ worth of damage in a few 
moments. Perfect work requires con- 
stant attention and the highest type 
of skill. The knitter cannot be allowed 
to become tired. Even the compara- 
tively simple machinery used in pav- 
ing a street takes far more cool- 
headed intelligence than do a wheel- 
barrow and shovel. So throughout 
industry. Modern power machinery 
requires steady nerves, “‘pep,” quick 
thought and action. 

The five-day week increases these 
qualifications. Many of the employers 
who have tried it note this. “Greater 
relaxation over the week-end gives 
added pep to the week’s work,” says 
one. In another plant the rate of 
illness has been reduced 30% and late- 
ness 80%. Generally an improvement 
in morale, with more active coopera- 
tion and application, is noted. 

In our modern social life, leisure is 
more important than ever. How can 
a working man understand the complex 
problems of his work unless he has 
time off for study? He needs to know 
something of elementary economics 
if he is to plan his living intelligently. 
He needs to keep constantly in touch 
with new techniques in his work. A 
glance at the monthly journals of 
unions having the five-day week will 
show much material of this sort— 
new techniques in carpentering, the 
latest inventions in electrical crafts- 
manship, and discussion of problems of 
production and consumption, money 
and cost of living, and others. Their 
wide circulation speaks for the worker’s 
interest in these subjects when he has 
leisure in which to study them. 

By giving the workers a full free day 
on Saturday the four or five extra 
hours of leisure count for more than 


they could if scattered through the 
week. A break of two days mean; 
relaxation and change. Many men 
use it for work around the house and 
garden, or tinkering on the car. Mar. 
ried women find time for shopping. 
Excursions in the car are frequent, 
especially in warm weather when tourist 
camps make lodging easy. The chance 
for family life is one of the most far- 
reaching benefits because it means for 
children and parents alike a richer 
spiritual and intellectual companion- 
ship. Economically the needs which 
one discovers, with time to work around 
the house or on the car, lead to a desire 
for more comforts and consequently to 
more buying and more efforts to secure 
the money with which to buy. Shorter 
hours have always had this effect. 
Health also is an important consider- 
ation. With the strain and pressure 
of our modern industrial work, nervous 
disorders among workers are increasing. 
Striking evidence of this comes from 
recent scientific investigations in Ger- 
many, where a physician who has 
examined the patients passing through 
the insurance sanatoria says: “The 
increase of diseases of the nervous 
system among working people in the 
last decade is a fact that is now firmly 
established by extensive statistical in- 
quiry. On all sides proofs of the 
enormous increase of neurasthenia as a 
cause of inability to work are being 
presented.” A St. Louis physician 
notes that 20 or 30 per cent of the 7,000 
garment workers who applied for relief 
at the Jewish Dispensary were neuras- 
thenic subjects. The increase of ner- 
vous disorders, with their devastating 
destruction of human character and 
capacity, is a danger we cannot afford 
to ignore. A better remedy could 
hardly be prescribed than the five-day 
week with its two days of relaxation. 
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THE FIVE-DAY WEEK 


Practical Experiences with the Five-day 
Week 
Where the five-day week has been 
tried, employers generally have found 
it practical. A recent study of the 
National Industrial Conference Board, 
covering 270 plants, found that advan- 
tages outweigh disadvantages. The 
five-day schedule brought a number of 
operating economies. The Saturday 
half-day, with costs of stopping and 
starting for a few hours’ work, makes 
overhead per unit of production high. 
Attendance is generally worse on Satur- 
day than at any other time. Many 
plants mentioned the advantage of 
having Saturday for maintenance and 
repair work. This meant less lost 
time during the week from machine 
failures. Greatly improved morale of 
the work force, better attendance and 
mptness during the week, better 
attention to work, were among the 
most important advantages. 
The study showed that the five-day 
eek does not necessarily reduce pro- 
duction. Many plants found produc- 
tion increasing. In one, the value of 
product shipped per dollar of wage cost 
increased from $5.11 in 1920 to $9.71 in 
the first half of 1928. While this 
change is not entirely to be attributed 
to the five-day week, it shows the type 
of progress in efficiency which can be 
made under the five-day-week schedule. 
At present the five-day week is most 
prevalent in the building trades and 
the automobile industry. But several 
thousand also have it in the garment 
industries, printing, brick and clay 
manufacturing, cloth, hat and cap and 
metal industries, building materials, 
textiles and paper. It has been widely 
ised during the past year to prevent 
.ay-off when work was reduced, and it 
ems likely that about one million 
rkers are today enjoying the five- 
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day schedule. This is good progress 
since 1926 when the campaign for the 
five-day week began. But our progress 
needs to be far more rapid if we are to 
keep pace with modern machine devel- 
opments. 


The Goal of Management: Balancing 
Production and Consumption 


The degree of interdependence which 
exists in the modern industrial structure 
makes it very important to prevent 
maladjustment. Prosperity is condi- 
tioned by all groups in industry moving 
forward together. Balanced progress 
is the problem. ‘The whole process 
of setting up planning in production, 
as opposed to present unplanned pro- 
duction, rests upon establishing and 
maintaining balance: balance between 
output and markets; between distribu- 
tion and consumers; between distribu- 
tion of the returns from the output 
of industries and the consumer market; 
between credit and individual and 
business needs; between productivity 
and consumer capacity to use. 

Labor constitutes eighty per cent of 
the customers in our retail stores and 
spends fifty-four per cent of the nation’s 
income. Unless workers have sufficient 
leisure and inclination to raise their 
standards of living, they cannot be 
counted upon as buyers for the increased 
output of our industries. 

That failure to reduce hours of work 
in proportion to other progress has 
contributed to unemployment is evi- 
dent from wide-spread provisions for 
part-time work, rotation of force and 
similar provisions to make employment 
go round. Many companies have put 
in the five-day week as an emergency 
measure. The most effective single 
measure that could be taken against 
unemployment is to make the five-day 
week universal. It would bring read- 
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absorb the 


justments that would 
jobless. 

No really competent manager will 
forget to watch the adjustments be- 
tween productivity and work hours, 
so that reductions shall be immediate 
and gradual to prevent the cumulative 


problems of maladjustment. 


The Human Values 


In addition to the economic necessity 
for more leisure for workers, increasing 
participation in leisure is necessary 
for material and social progress. It is 
part of our American ideal of equal 
opportunity for all. Technical pro- 
gress is worthwhile if it enables those 
with small incomes to share in the 
benefits of recreation which leisure 
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brings and to have time for the duties 
and responsibilities of citizenship jp 
addition to earning a living. Democ- 
racy makes heavy demands upon its 
citizens, and only those who have a 
measurable degree of leisure can meet 
its requirements. 

No group of citizens should be forced 
to restrict their lives to industrial 
problems and environment, but each 
should have opportunity for a rounded, 
balanced life. By reducing the hours 
to be spent in earning a living, oppor- 
tunities for cultural development and 
social service are opened. Standards 
for every kind of human relationship 
should make it increasingly possible for 
every individual to share in those things 
which give lasting satisfaction in living. 
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ORGANIZATION IN THE STEEL INDUSTRY 
AND PRICE POLICY 


By ABRAHAM BERGLUND 


RGANIZATION in the steel 

() business has gone hand in hand 

with a more or less definite 

policy. The tendency for iron 

| steel prices to exhibit wide and 

juent fluctuations was an important 

ience in the movement looking 

ward large consolidations. Their for- 

tion therefore meant the adoption 

me modus operandi with reference 

rice movements. What commodi- 

sell for can be pretty definitely 

rmined by a business organization 

has achieved monopoly power. 

price trends may to some extent 

modified or influenced by organ- 

tions which have little, if any, 

| monopoly strength. In ocean-line 

portation, forexample, freight rates 

letermined fundamentally by con- 

which are highly competitive. 

Steamship conferences, however, have 

. potent factor in lessening sudden 

violent changes in ocean charges 

1 enabling the prospective shipper 

me measure to figure ahead his 

ts for landing his products at trans- 
nic ports. 


Price Trends in the Steel Industry 


he price fluctuations which charac- 
rized the steel industry of this country 
r to the formation of the United 


States Steel Corporation explain much 


reference both to the tendency 
ward combination and the special 
ms which these combinations as- 
med. The manufacture of what is 
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called “tonnage” steel! is an industry 
calling for a large outlay of capital. 
This of itself is a limiting factor in the 
number of establishments and com- 
panies engaged in the business, and 
to some extent facilitates unified action. 
Furthermore, the demand for iron 
and steel is great or small as times are 
prosperous or dull. Alternating peri- 
ods of prosperity and depression act 
with great force upon this industry. 
Hence this factor furnishes an addi- 
tional incentive toward some form of 
organization for the purpose of either 
controlling market conditions in the 
interest of highly profitable prices, or 
limiting price movements in such a way 
that frequent and violent fluctuations 
will be eliminated. 

Attempts to control prices were made 
early in the history of the American 
steel industry. Long before the organi- 
zation of the United States Steel 
Corporation, pooling arrangements of 
various sorts were entered into for the 
purpose of influencing prices. Ironore, 
coke, pig iron, steel billets, steel rails, 
structural shapes, were all subject to 
price agreements among the leading 





1 “Tonnage” steel is steel produced in large quanti- 
ties in Bessemer or open-hearth furnaces. Such steel 
is used in the manufacture of rails, structural shapes, 
tubes and pipes, plates and sheets, heavy castings, 
and the like. Fine or “special” steels, such as are 
used in the making of watch springs, high-grade 
cutlery, e¢fc., are produced in much smaller quanti- 
ties, and often in crucible or electric furnaces. Many 
alloy steels, which are included in the group of 
“special” steels, are produced in Bessemer and open- 
hearth furnaces, but the most expensive ones gener- 
ally necessitate the use of crucible or electric furnaces. 











278 HARVARD BUSINESS REVIEW 


producers, fortified by some pooling 
organization. ‘The early pooling asso- 
ciations, however, were formed for the 
fixing and maintenance of “profitable” 
prices rather than the establishment of 
any definite policy of stabilization. 
In periods of brisk trade, prices were 
generally raised as high as the traffic 
would bear, and in times of depression 
they readily collapsed, playing sad 
havoc with the agreed selling values and 
often causing the dissolution of these 
associations. 

The great steel consolidations which 
were formed in the Middle West? 
after the severe depression of the early 
and middle nineties, and just before 
the organization of the Steel Corpora- 
tion, pursued a price policy similar to 
that of the earlier pools. Some of 
these concerns, like the American Tin 
Plate Company, were virtual monopo- 
lies when first formed. ‘They did not 
retain monopoly power, however, since 
they were unable to prevent the growth 
of outside competition. Prosperity led 
to a pronounced upward movement 
of prices, and increased prices brought 
in competitors. ‘This competition in- 
evitably checked the upward tendency 
of prices and brought on much business 
demoralization as soon as trade became 


dull—as it did toward the end of 
1900. 
The organization of the United 


States Steel Corporation in 1901, em- 
bracing as it did practically 50% to 60% 
of the steel manufacturing business of 
the country, marks the beginning of a 
definite price policy looking toward 





2 Among these may be mentioned the Federal Steel 
Company, the American Steel and Wire Company, 
National Tube Company, American Tin Plate Com- 
pany, American Steel Hoop Company, American 
Sheet Steel Company and American Bridge Com- 
pany. All these consolidations and some others were 
taken over by the United States Steel Corporation 
on its formation in 1901. 


stabilization. This policy was adopted 
not in the interest of the maintenance 
of high or monopoly prices, but appar- 
ently for the purpose of conserving a 
certain degree of market steadiness. 
Monopolistic intentions were disavowed. 
The two years following the organiza- 
tion of the big corporation were highly 
prosperous ones, but they were signal- 
ized by price levels considerably below 
those of the years 1899 and 1900. On 
the other hand, during the depression 
which set in in the fall months of 1990; 
and continued through 1904, price 
levels were marked by no such reduc- 
tions as had characterized the years 
1896 and 1897. The Steel Corpora- 
tion, which at the time of its formation 
was the largest industrial consolidation 
in the world, thus became a stabilizing 
influence in the steel business. The 
organization, in more recent years, of 
other consolidations among the s0- 
called independents has not materially 
altered this influence and may indeed 
have strengthened it. 

In considering this price policy, itself 
an avowed purpose of the United 
States Steel Corporation from its very 
inception, it will be well to examine, 
first, the degree of control exercised 
by the Steel Corporation over the 
country’s output of ferrous metal; 
second, the extent to which prices can 
be said to have been stabilized; third, 
the general long-time price trend and 
its significance with reference to the 
stabilizing influence mentioned; and 
fourth, price policy ana_ large-scale 
production. 


Control over Ferrous Metals 


The Steel Corporation, while occu- 
pying a commanding position among 
industrial combinations, has by no 
means secured any monopolistic control 
over the country’s production of iron 
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and steel. In no important branch of 
manufacture is its control sufficient 
arbitrarily to limit output and dictate 
prices. During the first six years of its 

xistence it produced less than 45% of 
the country’s iron ore and pig iron, 
controlled less than 65% of its steel in- 
gots, and manufactured approximately 
half of its rolled and finished material.* 
These proportions have fluctuated from 
time to time, but have not changed 
materially for any considerable period 
since the first decade of the Corpora- 
tion’s existence—unless indeed pub- 
lished figures for certain recent years 
indicate a somewhat lessening control. 
[he proportion of the country’s output 
f iron and steel produced by this 


PeRCENTAGES OF THE COUNTRY’S OUTPUT 
yy [RON AND STEEL REPRESENTING Con- 
rROL BY THE UNITED STATES STEEL 

CoRPORATION FOR TYPICAL PRE-WAR 
AND Post-war YEARS* 
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; * Figures taken from the roe ranets of the American 
n and Steel Institute for the years tabulated. 


consolidation, and its general trend, 
may be indicated by tabulating the 


_ * This subject is discussed in the writer’s monograph, 
The United States Steel Corporation, pp. 152-172. 
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percentages of total output for the two 
calendar years immediately preceding 
the outbreak of the World War, for 
two years following that struggle when 
the steel industry was adjusting itself 
to a new peace basis, and for the year 
1928 which fairly typifies the present- 
day situation. 

The proportions for iron ore, coke 
and pig iron show some fluctuation 
for the years indicated but no marked 
trend in the direction of increased 
or lessened control. These are prod- 
ucts which the Steel Corporation 
does not ordinarily sell, but utilizes 
as raw or crude material. The high 
percentages for spiegeleisen and ferro- 
manganese during the pre-war years 
of 1912 and 1913 are due to the fact 
that the Corporation was then the 
outstanding producer of these ferro- 
alloys in the United States. During 
the War and immediately afterwards 
other manufacturers were drawn in- 
to the business by increasing prices. 
Hence the smaller proportionate con- 
trol of these products in 1920. The 
depression which set in, in the fall of 
1920, forced many of the new producers 
out of this branch of the industry and 
gave the big consolidation a larger 
percentage for 1921. In more recent 
years ferroalloy manufacture has spread 
in the United States and hence the 
percentages for the Steel Corporation 
have been smaller. The manganese 
used in the production of these ferro- 
alloys, especially ferromanganese, is 
imported.‘ 

These raw and crude materials of 
steel manufacture, while largely pro- 
duced by the United States Steel 
Corporation, are by no means con- 





‘Tariff Commission Surveys, C-1. This survey, 
prepared for the use of the Commission when the 
Fordney-McCumber tariff was taking form, discusses 
the ferroalloy situation of the United States. 
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trolled or monopolized. In 1928 the 
corporation’s output of these materials 
constituted less than 45% of the coun- 
try’s total; and at no time in the history 
of that organization has it amounted to 
much over 50% of that total, except 
in the case of ferromanganese and 
spiegeleisen which are employed in 
steel manufacture in only very limited 
amounts. 

The annual proportions for steel 
ingots and castings have ordinarily 
ranged from 45% to 55%. In 1928 
the percentage was less than 40. For 
many years the proportion for “fin- 
ished” rolled products has been ap- 
proximately half, although at certain 
times, as in 1928, it has sunk much 
lower. Among these so-called “‘fin- 
ished” steels® the percentages have 
usually been conspicuously large in 
the cases of rails, wire rods and tin 
plate. Even here, however, they have 
rarely gone much above 60. In 1928 
they were all below 50, except steel 
rails, and only a little above that figure 
in this instance. 

The influence, therefore, which the 
Steel Corporation has been able to 
exert upon price levels has been that 
which any large producer of a given 
kind of articles may exert by carefully 
surveying market conditions and nam- 
ing prices capable of being maintained 
for a considerable length of time. It is 
not the influence which a concern 
controlling a country’s output can 
exert by arbitrarily regulating pro- 
duction so as to obtain prices yielding 
the highest possible net return. It is 
true that in some instances—notably 
in that of steel rails—prices have been 
fixed for long periods, probably indi- 





* The term “finished” is applied to rolled and cast 
products which steel producers ordinarily sell. The 
purchaser of such steel, however, usually carries on 
the productive process to still higher stages. 


cating some monopoly power. Even 
here, however, the prices have been 
moderate rather than excessive, and 
it is very questionable if the Stee| 
Corporation with all its industria] jp- 
fluence could for any great length of 
time have supported a price fixed much 
above the competitive level. 


Extent of Price Stabilization 


The degree of stabilization effected 
by the organization of the United 
States Steel Corporation may be indi- 
cated by taking price averages for 
certain periods and noting the amounts 
and percentages of the greatest annual 
and monthly departures from these 
averages. In order to do this with 
any approximation to accuracy, it is 
necessary to take account of certain 
changes in general price levels and to 
separate the period antedating the 
formation of the Steel Corporation 
from that which has followed. Pre- 
ceding 1901, iron and steel prices 
showed a pronounced downward move- 
ment from 1887 or 1888 to 1897, and a 
decided upward trend thereafter to the 
fall of 1900. Price quotations for a few 
standard products at the beginning 
and close of this interval were approxi- 
mately the same. We may, therefore, 
use an average for some typical product 
like steel billets covering the whole of 
this period from which to note both 
annual and monthly fluctuations. In 
the case of steel rails a similar average 
may be employed for the two decades 
preceding 1901. After 1gor the influ- 
ence of the Steel Corporation is appar- 
ent. But during the years following 
1914, price levels were profoundly 
affected by the World War. Iron 
and steel quotations in the United 
States began to show the effects of 
this struggle about the middle of 
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rors and, from that year till the close 

f 1922, prices were characterized by 
frequent changes or rather readjust- 
ments to altering conditions. After 
1922, trade settled down to a peace 

, and general price movements 

r trends have been very similar to 
those of the period between the organi- 
zation of the Steel Corporation and 
the outbreak of the World War, except 
that average price levels have been 
.ppreciably higher. We may therefore 
divide the years following the organiza- 
tion of the Steel Corporation into 
three periods: 1902-1914; I9I15—-1922; 
and 1923-1928.° 

Before 1898, when the great con- 

lidation movement in the steel indus- 

y began, quotations on many iron 
and steel products were spasmodic 
and uncertain. Hence figures includ- 
ing any considerable number of these 
products for the period antedating 
the formation of the Steel Corpora- 
tion will have to be limited to the 
years 1898-1901. ‘Tolerably accurate 
and regular figures are obtainable for 
steel billets as far back as 1886 and, 
for steel rails, to 1880. 

The general price movement from 
1898 to the present time may be 
shown by taking the average price 
per pound of what is commonly called 
in the trade “finished steel” and 
noting the changes from time to time. 
his finished steel includes steel bars, 
steel beams, tank plate, plain wire, 
rails, black pipe, and black sheets. 
Dividing the years from 1898 to, and 
including, the year 1928 into four 
periods corresponding to those indi- 
ated above, the average price per 
ound for each was as follows: 


* It is too early yet to describe the price situation as 
t has been affected by the depression which set in in 
1929. Hence it seems best to close our third period 
with the year 1928. 


basis 
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AVERAGE Price PER Pounp or “ FINISHED 


STEEL” FoR Four PEriops 


Cents per Pound 


ee pny eee 1.92 
PE taddnenkackncasen 1.724 
Wiis in sin esedvcecns 2.934 
iat xedisinds evan ssaase 2.493 


The departures from these averages 
may be shown in several ways depend- 
ing upon the end in view. ‘The average 
departure or “dispersion” of a series of 
weekly or monthly quotations from an 
annual average or an average for a 
series of years would indicate the 
normal fluctuation for the period con- 
sidered. Such an average, however, 
does not show extreme fluctuations, 
and for our purpose this is more signifi- 
cant. On the other hand, single 
quotations representing the extreme 
fluctuations of a day or a week are gener- 
ally prices for one or a few unimportant 
transactions—sometimes no transac- 
tions atall. In order therefore to show 
the actual ranges of price fluctuation 
with some degree of precision it seems 
better to make use of highest and lowest 
annual and monthly averages and com- 
pare these with a periodic mean cover- 
ing several years. In view of certain 
price movements within each of the 
periods selected, the averages of the 
highest and lowest monthly prices 
for the years covered are also compared 
with the periodic mean. ‘The results 
of this comparison with the percentages, 
showing these variations from the aver- 
age of each period, are given in the 
accompanying table. 

In the figures tabulated the percent- 
ages for greatest annual and monthly 
fluctuations from the periodic means 
are notably less for the years 1902 to 
1914 and 1923 to 1928, inclusive, 
than for the years 1898 to I1go1, 
inclusive. In what may be called 
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282 HARVARD BUSINESS REVIEW ORG 
ExTREME ANNUAL AND MonrTuty VaRIATIONS IN THE Prices OF FINISHED STEEL Fog EXTRE! 
Four Periops 7 
| Average Price for Highest Annual Lowest Annual Per Cent of Greatest a 
Period | Period (Cents per Average (Cents per | Average (Cents per Variation from Per 
| Pound) Pound) Pound) Periodic Mean 
t 
| | 18860- 
1898-1901 | 1.92 3.29 1.32 31.3 1902- 
1902-1914 | 1.724 2.057 1.434 19.3 1915- 
1915-1922 2.934 4.188 1.534 47.7 1923- 
1923-1928 2.493 2.738 2.362 9.8 7 
| Highest Monthly Lowest Monthly | 
| Average (Cents per | Average (Cents per 
Pound) Pound) 286 
| | 1886 
} | 1902 
1898-1901 | 1.92 2.63 1.29 37.0 1915 
1902-1914 | 1.724 2.136 1.366 23.9 1923 
I91§-1922 2.934 5.334 1.383 81.8 
1923-1928 | 2.493 2.814 | 2.219 12.9 
Average of Highest | Average of Lowest 
Monthly Prices for Monthly Prices of 
Each Year (Cents per | Each Year (Cents per 188 
Pound) Pound) nee 
| 1g! 
1898-1901 1.92 2.23 1.59 i7.3 192 
1902-1914 1.724 1.810 1.633 | 5-3 — 
I91§—1922 | 2.934 3.370 2.565 | 14.9 
1923-1928 | 2.493 | 2.571 | 2.394 4.0 In 
fluct 
for 1 
clusi 
normal business years, steel prices percentage is less than for the years to $ 
have fluctuated less since the formation immediately preceding the organization bein 
of the great steel consolidation than of the Steel Corporation. mon 
during the years immediately preceding The period from 1898 to 1901, 50. 
its organization. A comparison be- inclusive, comprises only four years; tion 
tween the periods from 1902 to 1914 and it is desirable for purposes of price resp 
and 1923 to 1928, inclusive, shows comparison that a longer time antedat- 190: 
greater stabilization during the second ing the formation of the Steel Corpora- incl 
of these periods than during the first— tion should be chosen. As has been rail 
probably owing to the fact that before observed, however, reliable price quota- pel 
the close of this series of years the tions for many steel products before "7 
steel market has undergone no such 1898 arescarce. Regular and tolerably piss 
strain as it experienced in 1907 and accurate quotations, as we have seen, mills 
1908 and in 1914. The war period and are obtainable for steel billets extend- hy. 
the years of readjustment from 1915 ing back to the year 1886, and for i 
to 1922 show a high percentage of vari-_ steel rails, to the year 1880. A com- des 
ation from the periodic mean. But parison of price variation for the ton 
even here, if the months showing the former product similar to that given a 
greatest departures from this mean are above for finished steel reveals the quo 
bee: 


averaged over the whole period, the 


following: 


EL FOR 


a 
Teatest 
rom 
Can 
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ton more than the Bessemer product. 
time (1930) in the United States, rails are made 
principally of open-hearth steel, and since 1921 the 
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FxTREME ANNUAL AND MonrTuiy VarRIATIONS IN THE Prices or STEEL BILLETS FOR 
Four PEriops 





} 


Average Price for 


Highest Annual 


Lowest Annual | Per Cent of Greatest 














Period Period per Gross Ton |Average per Gross Ton Average per Gross Ton| Variation 
1886-1901 $24.19 $33.00 $15.08 7.7 
1902-1914 25.15 30.32 20.08 20.6 
191§-1922 43.70 70.78 22.44 62.0 
1923-1928 35.97 41.70 32.27 16.2 

| Highest Monthly Lowest Monthly 
|Average per Gross Ton Average per Gross Ton) 
1886-1901 $24.19 $38.75 $14.00 60,2 
1902-1914 46.15 | 32.37 19.00 28.7 
191§-1922 43.70 100.00 19.25 | 128.8 
1923-1928 35.97 | 45.00 32.00 | 25.1 
Average of Highest Average of Lowest 
Monthly Prices for | Monthly Prices for 
Each Year Each Year 
——— i Le See eee no 
1886-1901 $24.19 $27.99 $20.74 15.7 
1902-1914 25.15 27.25 42.71 9.7 
1915-1922 43.70 53-45 35.41 22.3 
1923-1928 35-97 37-50 34-51 4-3 





In the case of steel rails the extreme 
fluctuations in annual average prices 
the period from 1880 to Igor in- 
usive range from $17.62 per gross ton 
$70.00, the average for the period 
being $32.84." The highest and lowest 
nthly averages were $85.00 and $16.- 
50. The percentage of greatest varia- 
n in each case was 113.2 and 158.8, 
espectively. During the periods from 
1902 to 1914 and from 1923 to 1928, 
inclusive, the quoted prices for steel 
ails remained at a fixed figure—$28.00 
per gross ton for Bessemer rails* during 
lhe prices used in computing averages, ¢tc., for 
| rails are those for Pennsylvania mills. In other 
arts of the country transportation charges from these 
lls are usually added. 
_* Most rails manufactured during the earlier years 
i this period were made of Bessemer steel. Later, 
wever, open-hearth steel was used in an increasing 


jlegree. The price for open-hearth rails was $2.00 per 
At the present 


juotations of Bessemer and open-hearth rails have 


been the same. 


the earlier series of years and $43.00 
per gross ton during the latter. Hence 
for these periods there are no annual or 
monthly deviations from a_ periodic 
mean. In the years from Ig9I5 to 
1922 fluctuations in rail prices were 
fairly marked, but the percentage of 
greatest annual and monthly variation 
from the average for the whole period 
was only slightly in excess of 30. 

As in the case of “‘finished”’ steel the 
tendency toward reduced fluctuations 
has been a conspicuous feature of the 
market since the organization of the 
Steel Corporation. Prior to the forma- 
tion of this concern price variation, 
even during short intervals, was great 
and notinfrequently abrupt. Mr. Car- 
negie’s oft-quoted dictum that steel 
was either prince or pauper received 
ample confirmation from the oscilla- 
tions of the market. The degree of 
stabilization since 1901 has been pro- 
nounced in the case of steel products 
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generally, and especially marked in that 
of certain finished materials which 
the Corporation sells in large quantities. 
The quotations for certain kinds of wire 
and for tin plate have often continued 
without change for many months; 
and, as we have seen, rails have been 
sold for more than a decade at a uni- 
form price. 

Such stabilization may be said to 
indicate some monopoly control or 
power. However, as we have seen, 
less than half the country’s output of 
rolled steel is now produced by the 
Corporation. Such control can hardly 
be said to constitute a monopoly. 
It is true, however, that a combination 
of such influence, acting in association 
with a few of the larger independent 
manufacturers, could control—for lim- 
ited times at least—the steel market 
of the country. At one time the so- 
called Gary dinners were looked upon 
by some as an association of this char- 
acter and instituted for the purpose 
of fixing prices. These dinners—which 
were discontinued many years ago— 
probably did include some discussion 
of price policies, but there is little 
evidence that any hard and fast agree- 
ments were formed. 

In any event the policy of the Steel 
Corporation has been one in the direc- 
tion of moderation, and this moderation 
has been exemplified in periods of 
rapidly rising prices as well as in periods 
of falling prices. Some indication of 
this policy is shown in the difference in 
price movements for such a product as 
steel rails, which are sold in large quan- 
tities by the Steel Corporation, and for 
steel billets which are handled in larger 
proportions by independents. In order 
to illustrate the difference, the monthly 
quotations for January and July for the 
years I915 to 1917, inclusive, are 
chosen, showing a rapidly rising market. 


Similar quotations are given for the 
same months for the years 1923 to 
1928, inclusive, when prices on the 
whole were falling. 








Open-hearth Steel | Bessemer Stee! 





Years of Rising | Railsat Pennsyl-| Billets at 
Market vania Mills _| Pittsburgh (Per 
(Per Gross Ton) | Gross Ton) 
January, 1915..... $30.00 $ 19.25 
, ee 30.00 21.38 
January, 1916..... 30.00 32.00 
July, 1916........ .00 41.00 
January, 1917..... 35.00 63.00 
| ee 40.00 100.00 








Open-hearth Steel | Bessemer Stee! 





Years of Falling | Rails at Pennsyl-| Billets at 
Market vania Mills [Pittsburgh (Per 
(Per Gross Ton) | Gross Ton) 
January, 1923..... ) f $37.30 
Ne oun or 42.50 
January, 1924..... 40.00 
; a re 38.00 
January, 1925..... 37.00 
3 eo | $43.00 ] 35.00 
January, 1926..... 35.00 
July, 1926......... 35.00 
January, 1927..... 35 
Pa BOR sé aes 33.00 
January, 1928..... 33.00 
July, 1928........ } 32.00 

















The great difference noticeable in 
the advances of prices between steel 
rails and steel billets from January, 
1915, to July, 1917, is not to be attrib- 
uted to any striking variance in the 
demand for these products, although 
billets are put to a greater variety of 
uses than are rails. There was, during 
this period, a rapidly increasing demand 
for both these products. The policy 
of the rail makers, however, was to 
prevent the growth of a sky-rocketing 
market with its inevitable collapse at a 
later time. In the situation which 
developed as a result of this policy, 
raw and crude materials in 1917 often 
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at higher prices than did the 
ed products which were made 
fthem. In July of that year, steel 
were quoted at approximately 


$20.00 less per ton than were Bessemer 


| basic pig irons. 

consonance with this effort to 
lize prices the quotations for steel 
have remained fixed at $43.00 per 
on, although billets were gradu- 
reduced from $42.50 per gross ton 
ily, 1923, to $32.00 in July, 1928. 
decline is not apparently the 
f a contracting market or de- 
as the country’s output and 
imption of steel has continued to 
ease. Whether or not we have 
changing price level due to 
nished cost of production and 
ised competition it is too early to 
But the comparative fixity of 
rices as compared with billet 
is worthy of note here as well 

our first series of years. 


Long-term Price Trend and the 
Stabilization Policy 
(he effect of this policy of price 
lization on long-time trends is a 
table one. In so far as it limits 
revents frequent and abrupt fluc- 
, it may not seriously interfere 
more general price movements. 
e steel industry, it has not thus far 
led toward a general increase in 
During the period from 1898 to 
[, inclusive, the average price for 
hed steel was 1.92 cents per pound 
ile for the years 1902 to I914, in- 
ive, it was 1.724 cents. ‘The aver- 
price of steel billets for the years 
86 to Ig0I, inclusive, was $24.19 
gross ton and for the period from 
2 to 1914, $25.15, an increase of 
ly one dollar per ton. On the 
ther hand, the average for Bessemer 
el rails for the years 1880 to I90I was 
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$32.84 per gross ton, but for our next 
period the price, as we have seen, was 
$28.00, or nearly $5 less per ton. 

Limiting ourselves to the years fol- 
lowing the organization of the Steel 
Corporation and its establishment of a 
stabilizing price policy, it is to be noted 
that selling values have shown no 
tendency to increase under normal con- 
ditions. Instead, the movement has 
been in the direction of lower rather 
than higher prices. This tendency may 
be illustrated by taking the two periods 
1902-1914 and 1923-1928, which were 
undisturbed by war conditions and 
readjustments, and comparing price 
averages for the first three and last 
three years in each. The figures are 
those for “finished”’ steel. 


CoMPARISON OF Price AVERAGES OF 
‘* FINISHED” STEEL FOR CERTAIN YEARS 
ILLUSTRATING Price MovEMENTS 








Years Cents per Pound 
gg) ey sera tee 1.724 
RII oo os. dnce ede Kien es an 1.877 
IR ai is oaks dn es 1.542 
Dee err eer 2.493 
rr 2.604 
ee 


In both periods, each characterized 
by increasing home production and 
consumption, the movement of prices 
showed a downward rather than up- 
ward tendency. In the first, general 
commodity prices, while exhibiting con- 
siderable fluctuation, were slowly but 
surely rising.® In the second, steel 
prices were on the whole declining, and 
wholesale commodity prices showed 





® The figures of the U. S. Bureau of Labor Statis- 
tics showed an increase in index numbers for wholesale 
prices from 113 in 1902 to 134 in 1914, unweighted, or 
from 109 to 136, weighted, using the average prices 
for the years 1890-1899 as 100. Report on Wholesale 
Prices 1890 to 1914, No. 181, p. 116. 














286 HARVARD BUSINESS REVIEW 


a similar less pronounced 
tendency.” 

While these changes do not prove 
that long-time price movements may 
not have been influenced in some degree 
by the policy of stabilization, they do 
indicate that general market conditions 
have been the really potent factor in 
general price trends. There is no evi- 
dence that stabilization went hand in 
hand with an effort to bring about an 
artificial rise in steel prices, or even to 
maintain prices when progress in in- 
dustrial technique and market condi- 
tions called for reductions. Steel rails 


have indeed been quoted at fixed prices 


though 


for several years, and such fixity 
probably indicates some, though 
limited, monopoly power. But such 


power could only be exercised in con- 
junction with other rail producers and 
by naming prices which were not 
excessive. If the recent downward 
tendency in steel prices continues it is 
highly probable that the present quota- 
tion for rails will be changed. 

Another question which may be 
raised in connection with the policy 
of price stabilization is its effect upon 
variations in output. An adequate 
treatment of this question would re- 
quire more space than can be given to it 
here. It should be said, however, that 
stabilization of prices depends upon 
adjustment or regulation of output. 
If the market in a particular year will 
not take a normal amount of product at 
a given price, stabilization will imply 
curtailment of output. And if market 
conditions show a greatly increased 
demand at this price, a decided stimula- 
tion in production will be necessary 
to meetit. Will not price stabilization, 
therefore, result in greater rather than 
lessened fluctuation in production? 





10 Statistical Abstract, 1929, p. 323. 


A study made some years ago by the 
writer! showed that, as prices were 
stabilized, the departures from what 
may be designated as the normal output 
for each year were on the average 
greater than in years when quotations 
fluctuated more widely. Using a five- 
year moving average for the purpose of 
establishing a normal mean for each 
year—iron and steel production in this 
country having greatly increased with 
each decade since the Civil War—the 
average percentages of deviation for the 
years from 1887 to Ig01 and 1902 to 
1914, inclusive, for pig iron, steel ingots, 
and rolled iron and steel, were as 
follows: 


PERCENTAGES OF AVERAGE ANNUAL 
DEVIATIONS OF OUTPUT FROM 
A Five-Year Movinc 














AVERAGE 
| Steel Ingots | Rolled Iron 
Period Pig Iron ‘and Castings) and Steel 
1887-1901 Ya 4 10.5 | 8.5 
1902-1914 13.7 15.0 | 15.1 








It appears that the percentages of 
average deviation for the years 1902 
to 1914, after the organization of the 
United States Steel Corporation, are 
materially greater than the correspond- 
ing percentages for the years 1887 to 
1901, inclusive. During the years in- 
fluenced by war conditions, 1915-1922, 
these percentages declined slightly, but 
at the same time prices fluctuated more 
than in the preceding period. The 
years following 1922 show as yet a 
moderate average deviation from our 
moving average; but until the fall of 
1929 the steel business had met no 
serious setbacks comparable to those 
of the middle nineties and the years 
1908, 1914, and 1921. 





" Quarterly Journal of Economics, August, 1924, PpP- 
607-630. 
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[his increased fluctuation in iron 
nd steel output would seem to run 
-ounter to the aims of the men who are 
sponsoring the policy of price stabiliza- 


tion. It is to be noted, however, 
that the higher average deviations 
from our annual production norms are 


due in large measure to the high per- 
centages for certain exceptional years 
of extreme depression. For example, 
in the case of steel ingots and castings, 
production in 1908 was 33.7 per cent 
below the mean of that year, and in 
1921, 41.0 per cent. The highest de- 
viation from the annual norm in the 
period from 1887 to 1901, inclusive, was 
20.1 per cent. If these exceptional 
years are eliminated, the average devia- 
tion is very greatly reduced. Further- 
more, drastic curtailments for excep- 
tional years have resulted in a rapid 
recovery from depression. ‘There is no 
long period extending over several 
years when output sags below normal 
and is sold at ruinous prices. Further- 
more, the psychological effect of steady 
prices is wholesome. It reduces purely 
speculative activity in trade. 


Price Policy and Large-scale Production 


The manufacture of tonnage steel 

one of several industries where a 
moderate and stable price policy is in 
accord with far-sighted business. Ex- 
pensive equipment can be economically 
employed in an industry only if it is 
used with a fair degree of continuity. 
Business depression, especially if long 
continued, means a large amount of idle 
capital-equipment in the forms of build- 
ings, tools, machinery and the like— 
which often deteriorates as rapidly 
when unused as when actively em- 
ployed. Not infrequently it also im- 
plies meeting financial obligations 
regularly at a time when the capital 
goods for which those obligations were 
incurred are yielding little or no income. 


Steel production,’? as carried on in 
up-to-date works, requires a_ large 
amount of capital which assumes fixed 
and highly specialized forms. In or- 
ganization it has tended to become 
integrated, 1.¢., successive stages in the 
productive process are being more and 
more combined under one control or 
management. In the United States 
such companies as the United States 
Steel Corporation and the Bethlehem 
Steel Corporation largely own or control 
their own iron-ore and coal fields, carry 
the ore in their own or chartered vessels 
to blast furnaces, make their coke and 
pig iron, produce their steel in Bessemer 
and open-hearth furnaces, and roll or 
cast this steel into so-called finished 
forms. In addition to these successive 
processes, are numerous auxiliary or 
supplementary operations necessitating 
a considerable amount of expensive 
equipment. 

The expense involved in equipping 
such a machine may be appreciated 
by considering a single part or phase 
of the process. The first step in the 
conversion of raw material (mostly 
iron ore) into metallurgical forms is 
taken in the blast furnace. An up- 
to-date blast furnace, when in full 
operation, makes from 500 to 700 tons 
of pig iron every 24 hours. Under 
present-day conditions, the cost of 
building such a furnace and prop- 
erly equipping it for regular operation 
amounts to about $2,000,000 to $2, 500,- 
ooo. The process of making pig iron 
is only one step in steel manufacture 
and does not require nearly so great 
an outlay as do some of the other 
processes, as for example the rolling 





, 


12The discussion here refers to “‘tonnage” steel 
production (see footnote on page 277). Fine carbon 
and alloy steels are manufactured on a much smaller 
scale. The amount of capital necessary in their pro- 
duction is much smaller. Labor cost is a relatively 
more important item in manufacture than in the case 
of the “tonnage” product. 
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of the hot steel into finished forms. 
Furthermore, the frequent opening-up 
and closing-down of furnace operations 
add materially to cost. It has been 
estimated that, in the production of 
steel ingots out of pig iron, allowing 
the latter to cool and reheating it in 
a steel furnace will add from $1.50 
to $2.00 per ton to the cost. 

The advance in industrial technique 
is thus bringing about a situation 
where a large investment in equipment 
demands fairly steady or continuous 
employment. Idleness and intermit- 
tent operations are as wasteful to capital 
as to labor. The old idea that one 
of the principal functions of the entre- 
preneur is to take advantage of trade 
changes—perhaps even to accentuate 
those changes—is being supplanted 
by a well-defined policy looking toward 
stabilization of conditions. 

Coupled with this transformation 
of attitude is a growing recognition 
that, under the present machine sys- 
tem, high profits per unit of product 
are less gainful than low or moderate 
profits spread over a large output. 
What is called mass production— a sys- 
tem which illustrates the well-known 
economic law of diminishing costs (or 
increasing returns)—is feasible only 
where a moderate price policy prevails. 

Another change growing out of this 
new industrial technique is the aban- 
donment of the old Ricardian formula 
that profits and wages must vary 
inversely with each other. Whatever 
truth there may have been in this 
formula in the past, the business 
necessity for continuous operation, at 
least in those lines of production where 
there is a large amount of fixed and 
highly specialized capital, calls for a 
certain reversal of attitude toward wage 
rates. As a large proportion of the 
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consuming public consists of wage 
earners, there is a necessarily close 
relationship between their consuming 
power and what they receive in wages. 
Paradoxical as it may sound, the law 
of increasing returns is tending to 
make high wages a concomitant of 
low costs. This view has at times 
been voiced by Mr. Ford, and it has 
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In pointing out the above develop- 
ments and their influence on the atti- 
tudes of economists and business men 
toward trade policy and practice it 
is not intended to convey the idea that 
the aims of modern business can be 
summed up in a few simple formulas. 
It is true, however, that the increasing 
importance of large amounts of capital 
in relatively fixed and specialized forms 
is forcing the recognition that new trade 
policies must be formulated. The pe- 
culiar nature of steel manufacture, 
which is an outstanding example of an 
industry requiring for its efficient opera- 
tion a large amount of capital and yet 
being extremely sensitive to the ups and 
downs of trade, led to an early formula- 
tion of a price policy more in keeping 
with large-scale production than had 
been the practice of the past. While 
this policy has been pursued ever since 
the Steel Corporation was organized, 
it is still a question, as we have seen, 
how far price stabilization results in 
industrial stabilization. Present indi- 
cations, however, when carefully ana- 
lyzed, seem to show that this is an 
outcome, and that efforts put forth to 
reduce short-time price fluctuations 
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f 1930 has its roots in the War and in 
the methods employed for liquidating 
It is estimated that present world- 
wide unemployment has reached the 
figure of 18 million, more than one-half 
f which is accounted for by the three 
great industrial nations, Germany, Eng- 
land and the United States of America. 
This transcends by far any previous 
historic experience. What is the mean- 
ing of this crisis? Where do we stand? 
[he German crisis is not only a 
reflection of the world crisis. When 
world crisis broke forth in the 
autumn of 1929, Germany already 
was deeply involved in the depression. 
But the present world crisis is the 
black frame which makes still darker 
already gloomy picture of the 
German situation. The world crisis 
broke forth on the day of the American 
stock-exchange crash, 28 October, 1929. 
[his made apparent a state of affairs 
which the world had hitherto not taken 
into account: the dependence of the 
world upon American business condi- 
tions (Konjunktur). Whoever desires 
understand the world crisis must 
The 
United States, on the other hand, have 
been led to believe—and their political 
‘Translated and reprinted, with the author’s 
permission, from Der deutsche Volkswirt, 25 December, 
1930. A considerable portion of this article appeared 
n Foreign Affairs, January, 1931, the editors of which 


e also kindly permitted Tue Harvarp Business 
\EVIEW to publish this article. 


WHERE DO WE STAND? 
By GUSTAV STOLPER 


officialdom still believes it—that they 
are building an isolated destiny which 
can be insulated from the misery of the 
rest of the world. This was a most 
fatal error. 

The development of the world before 
the War exhibited the manifest tend- 
ency of an approximation among all 
peoples to the living standards of the 
more advanced nations. During this 
period nations and peoples evolved 
more or less rapidly. But the forces 
which operated with leveling effect 
upon the more rapidly developing na- 
tions were unusually powerful, at least 
as compared with present conditions. 
These opposing forces exhibited them- 
selves especially in the migrations of 
capital and people. 


The Migrations of Capital, Goods and 
Peoples Prior to the War 


The difference in level of rates of 
interest could not become very great, 
because every disarrangement of this 
difference by one-half or one per cent 
sufficed to set in motion forthwith great 
masses of capital to such places as were 
in need of it. The rate of interest so 
regulated the flow of capital that France 
and England, the two great world 
sources of capital, and to a less extent 
Germany during the two decades just 
preceding the War, leavened the 
world with their surplus. Russia, the 
Balkans, the Near East, Austria-Hun- 
gary and Italy were necessary recipients 
of this stream of capital. Political 
influences of course cooperated in di- 
recting this stream, but they were not 
the determining factors. 

The stream of goods followed the 
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flood of capital. Countries which ob- 
tained loans could thereby pay for 
goods which other countries had to 
send over for their development. And 
just as no great differences in interest 
rates arise in a condition of mobility 
of capital, so also excessive differences 
in the standards of living among nations 
and continents could not long persist. 

Finally, the United States of America 
attracted the bulk of emigration be- 
cause of its increasing borrowings and 
laborrequirements. This fact operated 
to prevent the standard of living in 
the mother countries of these emigrants 
from sinking excessively, for emigration 
drew off the surplus of labor from the 
market. It also operated to prevent 
the standard of living in the United 
States from rising excessively, for the 
stream of immigration exercised a sta- 
bilizing effect on the stimulating in- 
fluences of borrowed money on living 
standards. 


Post-war Obstructions to Economic 
Mobility 

This state of affairs has come to an 
end since the War. ‘There is no longer 
a mobility of capital, nor is there any 
longer unrestricted migration. Man 
and money alike are bound by political 
restraints. ‘The consequence is that, 
in place of a tendency toward the level- 
ing of living standards, there has 
appeared a tendency toward still more 
intensive differentiation of living stand- 
ards among peoples. ‘This is especially 
the case in regard to the relations 
between America and Europe, but to a 
less degree it is also true of the relations 
among European countries themselves. 

America has persisted rigorously in 
maintaining her policy of restricting 
immigration and, protected by this 
barrier, has attempted to create against 
the undesired influx of Europeans a 


sort of scarcity value of her domestic 
industries during the period of rising 
prices. On the other hand, certain 
European countries such as Russia and 
Italy, normally the sources of large 
numbers of emigrants, have limited or 
even prohibited the freedom of emigra- 
tion to their citizens. 

And, like the migrations of peoples, 
so also the mobility of capital is sub- 
jected not only to economic but also to 
political influences. The recollection 
of the experiences of the War, of infla- 
tion periods, of confiscations of private 
property and of national bankruptcies 
are mulled over. And while the dey- 
astations of war and _ inflation in 
Europe have left in their wake an 
unexampled hunger for capital, political 
mistrust is still strong enough to 
neutralize among the large sources of 
capital the attractiveness of the higher 
interest rates. With the exception of 
Russia, practically the whole of central 
and eastern Europe is excluded from the 
capital markets of the world. For 
Poland, Austria, Hungary, Rumania, 
Jugo-Slavia, Bulgaria, Greece, even for 
Italy, and during the last year for 
Germany, every foreign loan is a 
tremendous and irksome undertaking. 
Most of these countries have access to 
the capital markets of the world only 
exceptionally, and the largest capital 
market of Europe, the land with the 
obviously greatest capital surplus, 
France, observes a policy of aloofness 
in regard to foreign loans. 

The effect of these interferences with 
the mobility of people and of capital is 
intensified by the limitations imposed 
on the mobility of goods. The fact 
that tens of thousands of miles of new 
tariff walls have been erected in Europe 
is one phase of the situation; that tariff 
walls almost throughout the world have 
been raised higher than before is an- 
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ther phase; that tariff policies are 
shored up and their significance exag- 
serated by administrative restrictions 
on commodity transactions is the third 
and decisive factor. The methods and 
possibilities of this administrative pro- 
tectionism are practically unlimited: 
excises, railway tariffs, shipping subven- 
ns, import contingencies, regulations 
soverning public deliveries, building 
specifications, restrictions regarding the 
nationality of the managing function- 
aries of business companies, specifica- 
tions regarding the nationality of the 
majority control of important enter- 
prises, passports, location of industries, 
and above all the regulation of the 
r market—the catalog is endless. 





The Effect of the Payment of War Debts 
on World Trade 


[his complex situation is extremely 
aggravated by the commercial dis- 
turbances brought about by the gigantic 
political payments of one country to 
another, namely, the German repara- 
tion payments and those of the inter- 
allied debts. For, however much the 
lawful and political bases for these 
payments may differ, they are identical 
so far as their purely economic effects 
areconcerned. Theinter-allied interest 
ind debt payments are, considered 
from a purely business point of view, 
payments without any recompense. 

The United States has, it is admitted, 
loaned in money or in goods the 
amounts which are now bearing interest 
ind being liquidated. But the Ameri- 

| war credits to the European allies 
are to be distinguished from the normal 
loans which prior to that time had been 
advanced from country to country, 

pecially in view of the fact that they 
ere exclusively consumption credits. 
(he loans which European capitalists 
advanced to other countries before the 


War—whether to America, Russia, or 
the Balkans—had productive purposes 
in mind. They resulted in railway 
construction, electric-light and power 
works, the development of mining and 
agriculture, the promotion of new in- 
dustries, etc. ‘These loans could bear 
interest and be liquidated out of the 
very productivity of the industries in 
which the capital was invested—and 
this was as it should be. The goods 
which were manufactured for the War 
were destined for a totally different 
purpose: they were designated for im- 
mediate consumption or destruction. | 

The payments for such goods became 
a disturbing element in world trade 
when the former interest payments by 
one country to another were no longer 
maintained. This was particularly true 
as regards reparations, especially when 
they exceeded in magnitude the inter- 
allied payments and had to be drawn 
from a single country, Germany, ex- 
hausting still more its capital funds and 
lowering still further its standards of 
living. For in order really to under- 
stand the significance of this repara- 
tions obligation, it must constantly be 
borne in mind that the reparations 
payments constitute more than one- 
half of the total foreign long-term 
capital loans of the United States, 
which the United States Department of 
Commerce estimated at 13 to 15 billions 
of dollars at the close of 1929. The 
problem of international debts furnishes 
the key to many of the riddles which the 
world crisis seems to have propounded 
during the past year. 


Class Distinctions among Nations 


What is happening today in world 
trade is, so to speak, a class struggle 
among the nations. The general trend 
of development prior to the War was 
toward democracy, even as regards the 
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relations among the nations. The War, 
which allegedly was carried on in order 
to make the world “safe for democ- 
racy,” set up class distinctions among 
the nations in ways which could not 
previously have been conceived. This 
is not mere chance; it is the fruit of the 
shift in the distribution of power which 
the War has effected among the various 
peoples and continents. It is also the 
fruit of the fact that the peace treaties 
have established the naked principle of 
force as a determinant of the relations 
among the nations. 

That these circumstances have di- 
vided the European nations into two 
groups with different rights, victor and 
conquered, full sovereign and half 
sovereign, is unfortunately possible only 
in the same atmosphere in which peoples 
and capital funds are robbed of their 
mobility and whereby insurmountable 
obstacles are thrown in the way of 
economic weal and proper living stand- 
ards. And just as these treaties 
brought forth ever more acute and 
more dangerous political tensions, so 
also did these differences among the 
nations as regards business levels con- 
jure forth ever more dangerous busi- 
ness tensions. Just as no nation can 
endure too great or too provoking a 
difference in wealth or living conditions 
among its own social classes, so the 
world cannot long endure the continu- 
ance of such class distinctions among 
nations. There is bound to result a 
moral and economic revolt. The crisis 
which is disintegrating the world today 
bears witness to this fact. It is the 
crisis of the redistribution of political, 
social and economic power resulting 
from the War. In this sense the crisis 
confronting democracy is a superna- 
tional crisis which all nations of Europe 
are experiencing, nor will it stop short 
of including America within its scope. 


The So-called “Miracle” of American 
Business Prosperity 


For America cannot regard herself as 
immune to the implications of this 
crisis—this is the most portentous 
lesson of the year. The crisis following 
the redistribution of forces brought 
about by the War has become a fatefy! 
question for America herself. 

In the world of business there are no 
miracles. And the American business 
miracle—much gaped at and praised— 
has pretty much become dissipated into 
thin air. So-called American “prosper- 
ity” has not set aside the laws of 
economics as many thought it had 
prior to the autumn of 1929. For 
fifteen years America had derived a 
profit from the European crisis: during 
the War as purveyor to the European 
holocaust, and after the War as pur- 
veyor to European _ reconstruction. 
This function was performed by the one 
great neutral power—the year of direct 
participation in the War was, economi- 
cally regarded, nothing more than an 
heroic episode—which during the War 
and the post-war period not only had 
maintained its economic structure in- 
tact but also, under the impetus of 
unexampled profits, had expanded that 
structure to an excessive degree. In 
such manner was it able to secure for 
its people an improved standard of 
living and capital economy, develop- 
ments which so far outstripped all 
experience that they were regarded 
by all naive observers as necessarily 
miraculous. 

The capacity to consume kept pace 
with productive capacity in the United 
States; and capacity to consume, like 
the capacity to increase capital funds, 
determined the price level, the supplies 
of capital and the production capacity 
of the greater part of the rest of the 
world. It was the increasing consump- 
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tion of America, not of Europe, which 
drove up the prices of raw materials 
throughout the world, and encouraged 
the raw-materials countries to expand 
their production, for the most part 
with American capital, and it was the 
tremendous capacity of America to 
amass capital which directly and in- 
directly supplied Europe and others 
with capital. 

The state of American business (Kon- 
‘unktur) developed so long as produc- 
tion and commerce increased, because 
profits stimulated still further the ex- 
pansion of production. But there is a 
limit to such activities. The index, 
however far the development of busi- 
ness may deviate from it, is the rate of 
interest. Even the American Kon- 
iunktur finally found its limit in the 


scarcity of capital in 1929, as evidenced 


by the money rates in Wall Street and 
by the repeated revisions of the dis- 
count rate of the Reserve banks. 

This is the typical and normal 
antecedent of the collapse of the Kon- 
unktur: let profits cease or turn into 
losses and production at once becomes 
restricted, with consequent unemploy- 
ment and a falling-off of capital loans, 
just as the distress of capital signifies a 
fall in prices. The decline in America 
has been particularly abrupt this time 
because the previous rise, due to the 
new credit technique of financing con- 
sumption, had been artificially stimu- 
lated. ‘To this extent did the American 
crisis depart from the “normal” accord- 
ing to the reasoning of economic theory. 


Can America Persist in Her Isolation? 


Sut this brings forcibly to one’s 
ittention two facts which many persons 


have been accustomed to overlook 


luring the years of American prosperity 


and which they persist even yet in 


liscounting. The one fact is the inti- 





mate dependence of the world outside 
the United States upon the events 
which occurin America. Whether con- 
sumption in America rises or falls, the 
movement is decisive for the living 
conditions of all nations producing 
large quantities of raw materials. So 
also the welfare of industrial nations 
themselves is not only dependent upon 
the developments in prices of raw 
materials, but such nations also experi- 
ence the stronger or weaker American 
invasions into the markets for their 
industrial goods, especially when these 
markets are restricted following a crisis. 

What South America and the British 
and Dutch colonies have suffered during 
recent months is actually a reflection 
of the setback which American busi- 
ness experienced during the preceding 
autumn. That unemployment in Eng- 
land has doubled within a year can be 
attributed to the fact that the raw- 
materials nations have become just 
that much less capable of absorbing 
British industrial exports. ‘The raising 
of the Bank of England’s discount rate 
in 1929 before the crash to six and one- 
half per cent was occasioned by the 
pressure of the tremendous capital 
demands of the United States, where 
the interest rate reached twenty per 
cent prior to the crash. 

The other fact is no less certain: 
the dependence of America on the 
economic fate of the rest of the world. 
Never would raw-materials prices have 
declined to such a devastating extent if 
the greater part of Europe had not been 
economically disorganized and had not 
suffered a sharp restriction of its con- 
sumptive capacity. The American 
workman today is paying for this 
dependence, and for American igno- 
rance of it, in the form of increasing 
unemployment and decreasing wages. 

The tendency toward stabilizing and 
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equalizing living standards the world 
over, which some people thought could 
be avoided, slowly and inevitably is 
reasserting itself. But if this tendency 
before the War was upwards, the un- 
developed nations striving to achieve 
the higher standards of the more 
developed countries, at the present time 
the tendency is in the other direction, 
the level of the richer nations being 
depressed from its relatively high posi- 
tion. American politicians still think 
that this level can be sustained by 
tariff regulations; that by increased 
tariff duties the American price level 
can be stabilized at a point which would 
recognize the level attained by Amer- 
ican wages, just as for many years the 
hope was expressed that wage levels 
could be sustained by a restrictive 
immigration policy. 

But things are not going to turn out 
thus. The consequence has actually 
been that the pressure which emanates 
from the American depression and is 
manifesting itself throughout the world 
is becoming intense, as is also the 
counter-pressure of the outside world 
upon America. It is not possible to 
prohibit people and goods alike from 
entering a country, especially if such a 
country is the creditor of the whole 
world and if the latter is compelled to 
pay interest and principal in the last 
analysis by goods or by productive 
labor. The circle proved to be a 
vicious one at a certain point. When 
this point was reached the crisis reached 
its peak and the crash resulted. 


The Effect of the Crisis on Germany 


The catastrophe, which in 1930 broke 
upon the large goods and stock markets, 
has been described in detail in Der 
deutsche Volkswirt. The catastrophe to 
the raw-materials markets could have 
relieved and not accentuated the situa- 
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tion in Germany; for, in contrast with 
the United States, Germany is not 
producer but a consumer of raw ma- 
terials. Hence Germany was not im- 
mediately affected by a price decline 
which was without parallel in economic 
history, a price decline which was ful] 
of consequences for America, a large 
exporter of raw materials. Further- 
more, Germany, in contrast with Eng- 
land, is dependent, as regards only a 
small part of its export business, on 
the buying capacity of overseas coun- 
tries producing raw materials. Almost 
three-fourths of German exports are 
destined for other European countries; 
only two-fifths of England’s exports are 
similarly destined. 

Germany profited by the spread be- 
tween the prices of raw and fabricated 
materials. In spite of the price decline, 
even yet the price index of fabricated 
materials is about 144, while the index 
of agricultural products is 112 and that 
of raw materials in general has sunk 
below 113. Of German imports about 
eighty per cent are necessities of life 
and raw materials; of German exports, 
about seventy-five per cent are finished 
products. The sum runs into the 
billions of marks which Germany earns 
by virtue of the decline in raw-material 
prices and the price spread between raw 
materials and industrial products. And 
Germany’s export trade has increased 
astonishingly in this critical year, while 
British exports have declined rapidly. 

A third factor in the German situa- 
tion, a factor which in the course of 
the crisis involved Germany approxi- 
mately two years earlier than it did 
the rest of the world, and leading to an 
earlier opportunity for stabilization and 
recovery, should be given consideration 
also: the developments in the interest 
rates during the first few months in the 
year 1930. This matter has also been 
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described in detail in Der deutsche 
Volkswirt. The first few months of the 
vear 1930 witnessed the bringing of 
reenforcements to the restoration of 
the German capital market to a point 
that had not been experienced since 
1927. The decline in the discount rate 
f the Reichsbank from seven and one- 
half per cent to four per cent was only an 
extensively apparent symptom. The 
capital market follows the money mar- 
, at a distance but nevertheless with 
pid steps. ‘The increase in the mort- 
ve and loan business showed a con- 
iderable increase during these first few 
nths. Germany, with the help of 
heap money, this time relatively in- 
pendent of foreign loans, and with 
he help of increasing exports which 
thanks to the declining prices of raw 
materials were in no sense merely forced 
disadvantageous transactions, was 
able to retard the reaction of the 
Konjunktur and perhaps even to safe- 
guard her own economic destiny in 
spite of the world crisis, just as she had 
previously excluded herself from the 
effects of the rising markets throughout 
he rest of the world. 
But Germany prepared her own 
peculiar destiny by her own political 
ictivities. The fact that the financial 
risis became acute in May and was 
leading to a downfall of the ministry 
neutralized the approach of a recovery; 
the dissolving of the Reichstag on July 
18 weakened confidence; and the elec- 
ions of September 14 finally drove 
Germany rapidly along the pathway 
f the prevailing economic catastrophe. 


he Partial Recovery of Germany in 1926 
and 1927 

Consider the course of the German 

Konjunktur since 1924. ‘The years of 

inflation, like the years of the War, 

ound Germany excluded from the 
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increasing rhythm of economic develop- 
ments. The period from 1924 to 1930 
was filled with German mistakes and 
failures. Unwise dilettantism nowhere 
in the economic policies of any large 
nation played so large a rdéle as in the 
German Republic. After the terrible 
experiences of war financing and of the 
inflation periods, one might have sup- 
posed that certain justifiable instances 
of German economic and financial 
policy would have encouraged at least 
that measure of theoretical insight 
from experience which otherwise in 
advanced nations belongs to the in- 
flexible continuation of rules of behavior 
(zum eisernen Bestand der Verhaltungs- 
regeln gehort). This manifestly was an 
expression of too much optimism. 

As one looked back, during the sad 
ending of the last year, to developments 
since 1924, the upswing in 1926 and 
1927 began to appear merely as an 
episode of chance in a more permanent 
crisis of a different type. Chance, 
which in 1926 gave this first real en- 
couragement to floundering German 
business, namely the prolonged strike 
in England, was able to affect matters 
for two years because foreign credits in 
hitherto unexampled abundance now 
fruitfully poured over Germany. This 
abundance certainly advantaged and 
invigorated the body of German busi- 
ness. One ought perhaps not to find 
fault with these foreign credits, for 
without them Germany might have 
been obliged to offer a much weaker 
resistance to the crisis. Without these 
credits, however, the crisis certainly 
would not have assumed its present 
proportions, for it was the surprising 
readiness of the world to absorb credit 
which deluded Germany into the belief 
that this was a permanent and depend- 
able state of affairs. This was the 
devastating delusion. 
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At the time of the years of increasing 
business activity, 1926 and 1927, not 
only German business but especially the 
public administration and even the 
private life of German citizens were 
erected upon a plane which would 
inevitably become untenable as soon 
as the foreign supports fell away. 
That they would have to fall away soon 
was clear even at that time to many 
of penetrating insight. Der deutsche 
Volkswirt in those days belonged to the 
group of those who were issuing warn- 
ings. Just as soon as foreign countries 
limited their credit arrangements with 
Germany, the prime of Germany’s 
life ebbed, just as did the prime of life 
of the gods when they were deprived of 
Freya’s golden apple. It did not mat- 
ter whether the fault lay with Germany 
or with her creditors that foreign 
countries withheld their credits, or 
whether these events fell within the 
sphere of politics or of economics and 
finance. If the prelude of the debate 
over the reparations in 1928 had not 
disturbed the capital markets, then the 
critical and increasing demand of Amer- 
ica for money in 1929 would have 
brought stagnation to the stream of 
credit previously flowing to Germany. 


Recent Developments in Germany: The 
Status of the Young Plan 


The year 1930 began for Germany 
with the second Hague Conference. 
Prior to this occurred the first acute 
crisis in the country’s financing, 
Schacht’s memorandum, the Christmas 
capitulation of the Reichstag, and 
the resignation of the Minister of 
Finance of the Reich and the Secretary 
of State. The Young Plan was a bitter 
pill for Germany, and the Hague 
Conference did not even add a sugar 
coating. The most unrestrained and 
unreasonable agitation which the world 


has ever seen aggravated this bitterness 
immeasurably by extending it to jn- 
clude the consciousness of additional 
classes of the German people. The 
rapid collapse of the public finances 
and the problem of heavy financial and 
political negligence, as in the case 
of the growing social needs of the 
people, appeared to furnish additional 
materials to the agitation. 

But neither this agitation nor the 
accumulated financial-political _negli- 
gence of Germany, but rather the 
economic-business crisis itself made 
acute the necessity of an early revision 
of the Young Plan, as the pessimists 
among its creators themselves had 
expected. The whole weight of the 
reparations burden was felt at the 
moment that the direction of the price 
index changed. The capital structure 
of Germany, for some time insufficiently 
supported in spite of foreign additions, 
completely collapsed. If the repara- 
tions payments previously were ab- 
sorbing perhaps one-fourth of the Ger- 
man capital increase, now, in a time of 
financial losses and of business paralysis, 
the ratio became one-third or possibly 
one-half. And no credit market in the 
world is prepared to stop such a gap. 

But Germany was not the only one 
to be deluded by the avowed purpose 
of the Young Plan properly to appor- 
tion existing obligations. Germany’s 
creditors also, especially France, saw 
themselves deceived. They desired to 
“commercialize” the reparations, 1. ¢., 
to transform a political into a private 
debt. The first timid attempt in this 
direction came wofully to grief when 
it met the realities of world trade. The 
Young loan, born amid inexpressible 
difficulties and encumbered in its con- 
struction with all the defects of a 
wretched compromise, lies today badly 
placed on all the loan markets, an 
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WHERE DO WE STAND? 


‘nsurmountable obstacle to every addi- 
tional expansion of commerce, a com- 
promising of German credit that can 
only with difficulty be relieved. 

The revision of the Young Plan is 
the great problem facing the German 
Government during the present year. 
What the possibilities are no one can 
say. Butnoless reprehensible than the 
agitation which attempts to make the 
Young Plan alone responsible for all 
the evils suffered by Germany is the 
agitation for the revision of the Young 
Plan on the ground that such modifica- 
tion will cure all the evils. One would 
have to live in a dream world, indeed, 
to believe that Germany could free 
herself within a limited period of time 
from her reparations indebtedness with- 
out a new European catastrophe— 
which would indeed liquidate all con- 
tracts and obligations by invalidating 
them! What appears practicable, un- 
der the most favorable circumstances, 
is a reduction in annual payments of 
several hundred million marks. He is 
a fool—or worse—who tries to convince 
the German people, however, that that 
alone is capable of determining their fate. 


What Can Germany Herself Do? 


Germany’s economic and social des- 
tiny lies within her own control. The 
contraction process of the year 1930 
has broken up and torn asunder the 
bonds by which the German business 
organization was chained. The prob- 
lematics of this process were described 
in Der deutsche Volkswirt several weeks 
ago, hence it becomes necessary now 
merely to allude to them. 

Germany has, since 1918, created a 
number of forms of business organi- 
zation which are unknown to other 
capitalistic countries. These forms of 
organization no longer permit much 
ireedom to business in the generally 
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accepted sense and lay a tremendous 
burden of responsibility upon the politi- 
cal forces engaged in determining busi- 
ness relations. This again is unknown 
to the men in other capitalistic countries 
who control the destiny of business 
there. Indeed, the German Govern- 
ment itself is not yet aware of the 
tremendous dimensions of this problem 
or of its responsibilities in the matter. 
Even if it were, its knowledge would 
be confronted by the chaos of German 
politics. Is it possible for the cosmos 
of a rational and adequate financial 
and economic program to be formed 
out of this chaos? The Decree of 
December 1, 1930, itself a product of 
compromise, gives no slightest inkling 
of such a program. 

But the art of statesmanship can 
take form only with the aid of imagina- 
tion. And statesmanlike imagination 
must utilize as building materials the 
spiritual and moral forces by which 
peoples are moved. It would be a 
pure case of irrational Manchester 
idealism to desire to realize such matters 
in a time when the State is overwhelmed 
with problems from which it can be 
freed only by a liberal people and not 
by one in which from one-third to 
two-thirds are living in a socialistic 
thought-world. But the capitalistic 
economy can and will remain free from 
such a thought-world only if it assumes 
the obligations which are incumbent 
upon it. And capitalistic economy 
alone can assume these obligations— 
for the alternative is destruction. ‘The 
State must do what it can; but it can 
do also what it must. It must antici- 
pate and understand its problems first 
and then handle them. 


International Considerations 


Such an understanding presumes, 
however, that the German people— 
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and not they alone—will find their way 
back to political and economic good 
judgment. We have spoken above of 
the class struggles among the nations. 
In opposition to such class struggles 
within a nation there is only the middle 
ground of democracy. So also democ- 
racy is the only remedy which is capable 
of alleviating and reconciling the class 
distinctions among the nations. De- 
mocracy in this sense means cooperation 
and a candid readiness to recognize 
equality of rights. Democracy in in- 
ternational life means the cooperation 
in spirit by opposing points of view in 
the face of economic and psychological 
necessities. 

The struggle between democracy and 
dictatorship which at the present time 
is tearing Europe asunder is regarded 
outside the political world as a struggle 
between reason and destructive nation- 
alism. ‘The struggle is on at full pace, 
and at the moment the chances seem 
rather poor for democracy and reason. 
But just as the modern capitalistic 
economy cannot support a reactionary 
nationalism which attempts to force 
a twentieth-century technique and the 
conscious well-springs of urban masses 
into the economic and social molds of 
the Middle Ages, so also has the world 
become too small for territorial isolation. 

Whether one regards Briand’s plan 
for a united Europe seriously or not, it 
is foolish and improvident to attempt 
to separate Europe from America. 
For the differences of interests, of feel- 
ings, of life habits and of customs are 
greater within Europe than they are 
between Europe and America. Inter- 
national cooperation will either include 
America or it will be in vain. To 
desire an organization of the European 
continent without including Russia, 
the British Empire or America is 
nothing more than an intellectual blow- 


ing of soap bubbles; all practical as- 
sumptions necessary to its realization 
are lacking. In Russia just as jp 
China, Europe and America are already 
confronting each other, today still as 
opponents, tomorrow perhaps as part- 
ners. The day of their isolation, which 
the War made possible, is gone; in the 
future they will rise or fall together. 

The times are out of joint. Will the 
year 1931 set them right again? The 
turn of the year not only witnessed a 
crisis in democracy but disclosed in 
even greater proportions a crisis in 
the history of existing dictatorships. 
Things are going well neither in Russia 
nor in Italy, and the artistry available 
for handling the present crisis is not 
less but even more restricted than that 
available to capitalistic democracies. 
For with the concentration of political 
power there grows the opposition of 
the suppressed, while the class of 
persons sharing in the knowledge of the 
predicament and responsibility of the 
nation grows smaller in number. 
Germany is a central power, not only in 
a geographic but also in a moral and 
political sense. In her the opposing 
forces meet from all around. On Ger- 
man territory, in the passions of the 
German people, these struggles are 
meeting in an Armageddon. Will Ger- 
many be able to master the situation 
and erect the new State securely or 
will it have to endure the destructive 
influences which always reach their 
climax on a battlefield? Is Germany 
going to become an example of or a 
sacrifice to the tremendous internal 
struggle in Europe, the last actual 
development of the greatest war of all 
times? That is the doleful question 
which the old year left as a heritage to 
the new. We do not have the pre- 
sumption or the audacity to attempt 
a definite or a confident answer. 
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tribution at the present time 
are chaotic. Although business 
—a is always undergoing change, as a 
te result of shifts in markets, changes in 
in consumers’ wants, introduction of new 
= products, changes in methods of manu- 
i facture, and modifications of business 
practices, nevertheless distribution 
methods are far less stable now than 


the = : in the field of dis- 


f they were, say, thirty-five or forty 

( years ago. Then many manufacturers 

j imply sold their products to whole- 

ul : salers, who in turn sold them to re- 
I tailers. The manufacturers’ goods 


ften were sold in bulk, frequently 
with substantial orders given consider- 
C bly in advance of delivery dates. 
) \fanufacturers and merchants had their 
n perplexities and their troubles, to be 
ure, but distribution problems were far 
impler than they are in the present era 
- of hand-to-mouth buying, extensive 
idvertising, use of missionary sales- 
men, chain-store developments, and 
\ great diversities of operating methods. 
It would be an easy matter for me 

to cite instance after instance of these 

a unsettled conditions, but I will content 
myself with a single example. About 

four years ago our Bureau of Business 

. Research began a pioneer study of 
manufacturers’ marketing expenses in 
the grocery field. No such study of 
4 manufacturers’ marketing expenses had 
been made previously for any industry. 


1 An address delivered before the first annual 
é eeting of the Two Hundred Fifty Associates of the 
Harvard Business School, December 6, 1930. 


SOME PRESENT-DAY PROBLEMS IN 
DISTRIBUTION’ 


By MELVIN T. COPELAND 


We drew up a standard expense classifi- 
cation after having examined the rec- 
ords of numerous companies. We then 
proceeded to obtain reports from 72 
grocery manufacturers for the year 
1927. ‘The results showed wide varia- 
tions in the ratios of expense to sales, 
not only between commodity groups 
but also between competing manu- 
facturers of the same commodities. 
The study was repeated for 1928, with 
reports from a larger number of com- 
panies. Again the results showed wide 
variations and some surprising changes 
from one year to the next. As an 
example of these variations, in 1928 
the total marketing expenses in a group 
of 10 manufacturers of soaps and 
cleansers ranged from 16.79% to 
56.26% of sales. For the same group 
total sales force and brokerage expense 
ranged from 2.05% to 12.19%; sales- 
promotion and advertising expense 
from 1.04% to 36.85 %; shipping, trans- 
portation, warehousing, and delivery 
expense from 5.18% to 16.64%; and 
marketing administration expense from 
0.71% to 13.04%. 

The foregoing example is one of 
extreme differences, but for every com- 
modity group the variations were far 
greater than we had conceived to be 
possible prior to the tabulation of the 
returns. The interpretation that we 
place upon the results of this inquiry 
is that the industry is in the midst of 
radical experiments in marketing with- 
out having found a dependable answer. 
The industry certainly is not in a state 
of equilibrium. We have every reason 
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to believe that similar uncertainties 
exist in many other industries. 

This chaos in the field of distribution 
can be understood and interpreted only 
when viewed as the outward mani- 
festation of a far-reaching revolution, 
driven onward by primary forces which 
are little understood but which are too 
powerful and too dynamic to be 
thwarted. In what I have to say 
regarding the problems thrust upon 
us by these revolutionary forces, I shall 
confine myself chiefly to the marketing 
of consumers’ goods, not because they 
are more important than the problems 
of marketing industrial goods, but in 
order that I may not wander into too 
many topics within the time at my 
disposal. 

There are four major aspects of these 
marketing developments to which I 
wish particularly to direct attention at 
this point. 

1. The growth of large-scale retailing, 
in the form of department stores and chain 
stores. 

2. The development of comprehensive 
planning and control methods in marketing. 

3. The spread of the use of trade-marks, 
with its accompanying efforts to establish 
brand reputations through advertising and 
to promote the trade in packaged goods. 

4. Creative merchandising. 

1. As regards the first of these 
points, the growth of large-scale retail- 
ing, in the form of department stores 
and chain stores, represents the applica- 
tion of capitalistic methods of organi- 

zation to retail trade; it is analogous 
to the spread of the factory system 
in production. The struggle between 
the chain stores and unit stores, for 
example, is similar fundamentally to 
the conflict between power-looms 
and hand-looms in England a century 
ago. Such a struggle is annoying to 
established interests, because it upsets 
routine and in many instances causes 
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hardship and suffering to those who 
offer even passive resistance. 

2. Systematic and comprehensive 
planning and control of marketing 
activities are conspicuous features 
of large-scale retailing. Department 
stores and chain stores have been 
leaders, in fact, in the utilization of 
thorough systems of control. More 
and more manufacturers, however, are 
adopting sales budgets, establishing 
market quotas, and working out more 
and more careful systems of sales 
supervision. In our research we stil! 
occasionally run across a manufactur- 
ing company or wholesale firm, for 
instance, which permits each of its 
salesmen to travel hither and yon 
within the company’s market area, 
without any definite allocation of terri- 
tory or scheduled itinerary, and subject 
only to the condition that the salesman 
is not to approach customers already 
on the lists of fellow salesmen. Such 
instances are becoming more and more 
rare; they serve chiefly to emphasize 
the progress that is being made by 
other companies, which have broken 
with tradition in order to secure eco- 
nomical and effective direction and 
control of their marketing operations. 
Throughout the field of distribution 
there is a strong tendency toward more 
systematic methods. This leads to 
experimentation and change and also 
to the gradual elimination of the 
unsystematic. Disorder is necessary 
to secure a new order. 

3. Trade-marks are not a new mar- 
keting accessory; and advertising is 
not a recent innovation. Nevertheless 
trade-marks and advertising, in com- 
bination, have exerted an ever-increas- 
ing influence on marketing methods 
during the last thirty years. ‘They are 
responsible for some of the major 
changes which have been occurring 
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SOME PRESENT-DAY PROBLEMS IN DISTRIBUTION 


and they in turn have been stimulated 
by changes in distribution methods. 

“The increase in the scale of produc- 
sion in numerous industries and the 
diversification of products have led 
to a search for wider markets. That, 
‘1 turn, has resulted in greater use of 
trade-marks for identification of mer- 
chandise and in the utilization of 
advertising for mass stimulation of 
demand for the identified merchandise. 
[he owners of trade-marks that have 
become popular have acquired a certain 
command of consumer patronage and 
some degree of dominance over the 
distribution of their products. In 
the course of such a development, the 
established relations between manu- 
facturers, wholesalers, and retailers 
have tended to become altered; shifts 
in functions have occurred; and a new 
line-up is emerging. ‘Trade-marked 
merchandise which has attained certain 
standards of value in the eyes of con- 
sumers often has been subjected to 
price-cutting by various wholesalers 
and retailers. Then fresh resistance 
in distribution has been encountered 
and private brands of wholesalers and 
retailers have been given a new stimu- 
lus. The efforts to stimulate demand 
and the consequent struggle for the 
command of consumer patronage thus 
have contributed materially to the 
unsettlement of distributing methods. 
Again the efforts to establish a new 
order have added temporarily to the 
existing disorder. 

4. The fourth major aspect of current 
marketing developments to which I 
refer is imitative merchandising and 
its corrective, creative merchandising. 
In many industries there is chronic 
over-expansion. This chronic over- ex- 
pansion is to a considerable extent the 
result of the lack of imagination and 
ingenuity in product planning. When 
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a company determines to expand its 
production but cannot sell at a profit 
more goods of the type that it has been 
making, it often looks around to see 
what some other company is making 
and selling apparently at a profit. It 
then proceeds to imitate that other 
company’s product, but when it comes 
to selling the goods it often finds that 
the potential market is not great 
enough to absorb the additional supply 
at profitable prices. Excess capacity 
is the result. In retail trade the same 
sort of thing occurs when a department 
store, for instance, employs shoppers 
to report on merchandise that is being 
sold in other stores, so that it may pur- 
chase similar goods and offer everything 
that its competitors offer. This sort 
of imitative merchandising is so com- 
mon that it hardly is necessary to cite 
examples. It is going on around us all 
the time. It leads to uneconomic price- 
cutting and market demoralization. 
Despite the prevalence of the prac- 
tices just mentioned, there are enough 
exceptions to the general rule to indicate 
anewtrend. Although the production 
of many commodities is continually 
being pressed beyond the point where 
the market will absorb the supply at 
a profit to producers and distributors, 
nevertheless there is some evidence of 
an awakening realization that large 
potential markets exist for new types 
of products and more attractive mer- 
chandise. In retail trade, for example, 
I suspect that the remarkable success 
of R. H. Macy & Company, under 
the leadership of our able chairman, 
has been the result primarily of a 
policy of creative rather than imitative 
merchandising. ‘The same can be said 
of some of the chains of variety stores 
and of a few other retail establish- 
ments. In several manufacturing com- 
panies, as we have learned through our 
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research, the opportunities for creative 
merchandising clearly have been recog- 
nized and have been met by setting 
up merchandise managers in those 
organizations to supervise and direct 
constructive product planning. 

In this welter of conflicts in the field 
of distribution, what have we been 
doing here at the Harvard Business 
School? 

In the first place, we have been 
gathering facts regarding operating 
costs and profits in various wholesale 
and retail trades and we have made a 
small beginning in the manufacturing 
field by our studies of the marketing 
costs of grocery manufacturers. The 
first step in understanding such a 
situation is to ascertain the pertinent 
facts. You are somewhat familiar, I 
assume, with the bulletins that our 
Bureau of Business Research has pub- 
lished, and I will not refer further to 
them. You may be interested, how- 
ever, in some preliminary figures on 
chain-store costs that we are nowcom- 
piling as part of the current research 
program, which has been made possible 
by the organization of the Two Hun- 
dred Fifty Associates of the Harvard 
Business School. For some years here 
at the School we have felt that it was 
imperative that we should study in- 
tensively chain-store costs and chain- 
store operating methods. It was not 
until the Associates were organized, 
however, that means could be found 
for undertaking this vitally important 
task. The Associates, therefore, are 
making what seems to us to be an 
invaluable contribution. 

This current chain-store survey is 
to cover several trades, but the figures 
which I shall cite now are for 37 grocery 
chains, operating over 10,000 stores, 
with aggregate sales of $524,313,000. 
This sample includes less than half 
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the reports received so far from grocery 
chains, but the final results are likely 
to be close to these preliminary figures, 
For these 37 chains the common figure 
for total expense in 1929 was 18.9% 
of net sales, gross margin 20.6%, 
and net profit 1.7% of net sales. 
Total expense breaks down into the 
following subtotals:—retail-store ex. 
pense, 12.7%; warehouse, 0.85 %; trans- 
portation (warehouse to stores), 0.95%; 
executive, buying, and administrative, 
3.6%; interest, 0.8%. The common 
figure for the rate of stock-turn was 
10.2 times a year. 

A chain-store company is comparable, 
in function, to a wholesaler and a group 
of independent retailers, the central 
warehouse of the chain and its delivery 
and control system constituting the 
equivalent of a wholesale business. 
We have no recent figures for operating 
expenses and margins of independent 
wholesale and retail grocers but our 
1923 figures will serve to give a rough 
perspective on the chain-store figures 
that I have just quoted. In 1923 
the common figure for total expense for 
471 retail grocery stores was 17.3% 
of net sales, and for gross margin 
19.1%. In the same year, for so1 
wholesale grocers the common figure 
for total expense was 10.6% of net sales, 
1.¢. of wholesale prices, and for gross 
margin 11.3%. In other words, if 
the figures for independent grocers 
were about the same in 1929 as in 
1923, the figure for total expense 
of the chain-store companies was about 
1.6% higher, in percentage of sales, 
than the total expense of independent 
retail stores. But the total expense 
of the chains also covered the whole- 
sale function which in 1923 cost 10.6% 
of the wholesalers’ sales, a figure equiva- 
lent to about 8.5% of the retail selling 
prices. 
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ro ' 
likeln > +hat the chains perform the combined 
gures. || retail and wholesale functions at an 
figure <pense of about 7% less, in percentage 
8.9% @ of retail sales, than the figure for which 
0.6%, independent retail and wholesale 
sales erocers perform those functions. The 
> the mparison must not be pressed too 
ex- closely, however, not only because of 
rans- e differences in the years but also 


, because of the fact that chain stores 
isually do not grant so much credit 


Ulve 

mon nd delivery service as is given by 
was independent stores, and various other 

factors enter, too. 

ble f In addition to our analyses of market- 
oup ing expenses, we have made several 
tral pecial studies, such as those on hedg- 
ery ing by a cotton grey-goods mill and 
the on the distribution of cordage. We 
255 also have collected a large number of 


cases on problems of marketing, and 
“nt members of our staff through contacts 
with individual business firms have been 
able to keep more or less informed as to 
8 what is occurring in the marketing 
field. It is on this general background 

f research and observation that I am 
. basing the conclusions which I am 
™ tating today. 

[ wish to turn now to a brief discus- 
ion of a few selected problems which I 
find, from my contacts with business 
men, to be perplexing numerous ex- 
ecutives. If my statements regarding 
these questions seem dogmatic, that 
is merely because of my desire to save 
time in presentation. I trust that my 
mind is still open and receptive to new 
evidence. These statements, of course, 
represent merely my own _ personal 

opinions. 

One of the questions that has been 
asked me frequently during the last 
couple of years is: What is the future of 
chain stores? In my previous statement 
regarding the development of large- 
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scale retailing, I have indicated that 
the growth of chain stores seems to me 
to be analogous to the development of 
the factory system in manufacturing. 
From that premise and from various 
observations, I have come to the 
conclusion that chain stores are likely 
to continue to grow in many retail 
trades until perhaps three-fourths of 
the business is handled by that type of 
institution. 

This expansion of the chain-store 
business will not take place, however, 
in my opinion, without some grief to 
the chain-store companies themselves. 
It is almost inevitable that in cer- 
tain periods the chains will expand 
more rapidly than their organizations 
warrant. I believe, furthermore, that 
some chain-store companies are headed 
for trouble eventually because of their 
failure to have enough young men in 
training for the executive positions 
which some day must be filled. These 
are some of the troubles that usually 
are experienced by a rapidly expand- 
ing industry. 

The attacks on chain stores by agi- 
tators and politicians, as well as by 
old-line competitors, are an almost 
inevitable accompaniment of such a 
revolutionary change in business organ- 
ization and methods. The railroad in 
its early days was looked upon as a 
social menace by some proprietors of 
turnpikes and canals. Power-looms 
were bitterly criticized and attacked 
by the hand-loom weavers and their 
sympathizers. ‘Those whose interests 
are disturbed by such changes naturally 
view the new developments with dis- 
may; in their emotional excitement they 
are led to make dire predictions of the 
evil effects of the new competition on 
society at large. Often they attempt 
to secure legislation to protect their 
interests. Hence the chain stores are 
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facing the same sort of opposition that 
has been encountered in the past by 
most radically new methods in industry 
and trade, and eventually the chain 
stores will surmount this opposition. 

In reaching these favorable conclu- 
sions regarding the future of chain 
stores, however, I certainly do not wish 
to be misunderstood as endorsing all 
the methods and tactics used by chain- 
store companies, or as anticipating the 
success of every chain-store venture. 
On the contrary, there are some chain- 
store practices with which I am strongly 
in disaccord and I am certain that some 
chains are far from having established 
operating organizations and methods 
which assure them of success. 

The chain-store companies face as 
troublesome managerial problems as 
confront other industries. The real 
problems, however, are problems of 
business management. To the extent 
that chain-store companies utilize their 
opportunities for providing more efh- 
cient and more genuinely economical 
methods of distributing merchandise, 
they will progress and contribute to 
human welfare. 

Another question, which I frequently 
encounter, relates to the future of the 
so-called voluntary chains which have 
become so prominent in the grocery 
trade in particular during the last five 
years. These voluntary chains are 
formed by agreements between whole- 
salers and groups of retailers whereby 
the retailers undertake to concentrate 
their purchases and in return receive 
special discounts and sales-promotion 
assistance. ‘Thevoluntary chains place 
their chief emphasis on buying power 
and they are deficient in comparison to 
the regular chains in that they do not 
have complete control over the retail 
units. The independent retailer or 
member of a voluntary chain has the 


advantage, of course, of Proprietorship 
interest, but the average unit-store 
proprietor has not shown, heretofore 
sufficient managerial ability to warrant 
much confidence that he can be made 
into a first-class merchant by a volun- 
tary chain agreement. One of the 
greatest advantages of the regular chain- 
store type of organization, in contrast, 
is the complete direction and contro] 
of the retail units by the central man- 
agement. Since the voluntary chains 
do not have this advantage, it seems 
to me inevitable that presently some 
of the more successful voluntary chains 
will take over the retail stores of their 
groups and thus become full-fledged 
chain-store enterprises. The others, | 
think, eventually will disappear. 
Department stores are the other 
major type of large-scale retail enter- 
prise at the present time, and there are 
some important questions regarding 
the future of department stores. The 
tendency during the last few years in 
general department stores has been for 
the ratio of expense to sales to increase, 
and at the same time the department 
stores are experiencing more and more 
competition from the variety chains 
and specialty chains, such as_ those 
handling women’s ready-to-wear. | 
am convinced that there is a promising 
future ahead for general department 
stores which are taking advantage of 
their opportunities. These opportuni- 
ties lie particularly in the line of 
creative merchandising and in _ the 
handling of style goods and various 
items which do not lend themselves 
readily to the chain-store type of 
operation. ‘Those general department 
stores, however, which undertake to 
offer practically every sort of merchan- 
dise in numerous price grades, are likely 
to suffer heavily until such time as they 
change their merchandising policies. 
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orship Several experiments are being tried 
t-store it in the operation of chains of general 
tofore. epartment stores. As yet I am not 
arrant le to see much promise in that type 
made organ.zation. A chain of general 
volun- partment stores involves a conflict, 
f the + seems to me, between two sorts of 
chain- ntralized management. Either the 
trast, .gement of all departments within 
ontrol © each store must be centralized largely in 
man- | the executives of that store, or the 
hains management must be centralized chiefly 
seems y departments at the chain head- 
some quarters, more or less independent of 
hains the general executives of each store. 
their The former set-up largely nullifies the 
dged advantages of the chain type of organ- 
rs, | ization, and the second destroys most 
of the advantages of the department- 

ther ore type of business. To set up a 
ter- supercentralized management of depart- 
> are ment-store executives is likely to involve 
ding an overhead expense greater than any 
The tential savings. Hence it seems to 
$ in at the present time that we should 
for look upon the department store as one 
ase, type of large-scale retail organization 
ent v hich fits the trade in certain classes of 
ore merchandise, and upon the chain store 
ins as another type of large-scale retail 
ose enterprise which is suited for handling 
I other types of retail merchandise. I 
ing am skeptical as to whether the two types 
nt of organization can be reconciled suc- 
of § cessfully and economically within one 
ni- company. Ifa large department store, 
of therefore, wishes to establish branches 
he to tap the demand for certain types of 
1S goods focussing at suburban trading 
°5 centers, for example, I should expect 
of that it would be better for it to set up a 
it separate chain-store organization for 


0 the branches rather than to attempt to 
» graft the branches onto the central 
7 department store. 

The general department store, as I 
‘ have indicated, seems to me to have a 
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real future ahead of it, provided it 
restricts its operations to the types of 
merchandise which it can handle advan- 
tageously and carries on a real program 
of creative merchandising. In individ- 
ual cases problems of location and 
shifting shopping centers arise which 
cannot be dealt with in general terms. 
The limits to the profitable size of a 
general department store likewise de- 
pend upon the special conditions in 
each case. But I am convinced that 
the department-store type of organiza- 
tion is by no means outgrown. 

I will turn now to a few problems 
in distribution from the manufacturer’s 
standpoint. One of these questions 
pertains to schemes for securing the 
interest of merchants in promoting 
the sales of a particular manufacturer’s 
product. For reasons which I have 
indicated, there is a good deal of friction 
in distribution at the present time and 
many a manufacturer experiences difh- 
culty in securing a smooth flow of his 
goods through the existing wholesale 
and retail channels. One scheme which 
often is proposed for preventing the 
clogging of distribution is for the 
manufacturer to offer a deferred dis- 
count to customers whose purchases 
reach a certain amount during the year 
or who show a specified increase in 
purchases. Such proposals appear in 
varied guises, but fundamentally they 
are the same scheme. 

This particular problem first came 
forcibly to my attention about four 
years ago in connection with a case 
which we were obtaining from a grocery 
manufacturer. Beginning in 1919 the 
company had offered to pay a rebate 
of 5% of purchases at the end of the 
year to each wholesaler or chain-store 
company whose purchases during the 
year had amounted to at least $2,500. 
When we first obtained information, 
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the officials of the company were of 
the opinion that the scheme was work- 
ing well, but when they were pressed 
to give us details as to the results, 
they found that among 800 customers 
only 68 were eligible for the rebate 
in the seventh year of the operation 
of the plan. The evidence was clear 
that the rebate had not served effec- 
tively to stimulate sales and had 
amounted to little more than a gratuity 
to the few customers who had received 
it. Since then we have studied this 
problem more intensively. We have 
obtained other cases; we have checked 
on the experiences of various other 
companies; and we frequently have 
discussed the plan from many stand- 
points. As yet we have been unable 
to learn of any instance in which such 
a plan has shown real evidence of suc- 
cess. My conclusion is that if such a 
deferred discount or rebate is large 
enough to be of interest to the distribu- 
tors and thus result in their seeking 
to promote sales, the cost becomes 
excessive to the manufacturer. An 
equivalent amount could be used more 
effectively by the manufacturer for 
other means of sales promotion. Un- 
less the discount or rebate is large 
enough, furthermore, to be of interest 
to the distributors, little effort is put 
forth to earn it, and those distributors 
who receive the rebates usually accept 
them as “velvet.” The offer is thus 
ineffective. Ifa similar plan is adopted 
by competitors, the net result is a cut 
in prices with no net gain to manufac- 
turer or distributors. I am convinced, 
therefore, that this particular scheme 
is not a means of lessening the friction 
in distribution. It is more likely to 
add to the existing chaos. 

Another problem which has come 
particularly to the forefront during 
the last few years is that of price 
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concessions to large buyers. This prob- 
lem is not new, of course, but it js 
becoming more and more acute. These 
concessions take many forms and guises: 
sometimes appearing as outright price 
reductions or extra discounts; some. 
times as advertising allowances; and 
sometimes as quantity discounts which 
bear no relation to the savings effected 
by the seller. When such concessions 
are granted, they usually grow out of 
the desire for volume of sales, whether 
or not that additional volume is ob- 
tained economically. In some _in- 
stances they are granted under duress, 
because of the threats of large customers 
who refuse to buy unless granted such 
concessions. The effects of these price 
concessions are to handicap those dis- 
tributors who do not receive them and 
they tend seriously to demoralize the 
market. 

When considering these demands 
for concessions, it is well to realize 
that it is impossible usually for a manv- 
facturer to please all his customers 
while conditions are changing so rapidly 
in the field of distribution. One of 
the most enlightening illustrations of 
this fact was furnished me by the sales 
manager of an important manufactur- 
ing company, who told me of his experi- 
ence about two years ago in dealing 
with a group of large customers. Each 
of these customers had been seeking 
some concession from the company. 
The sales manager brought together 
the representatives of five or six of these 
customers in a hotel room in one of the 
large cities and told them that he 
would like to have them state to him 
just what it was that they wished from 
the company. One started in to state 
the special discount which he wished 
to have. The next buyer disagreed 
entirely; he wanted another sort of 
concession; and each of the others 
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1S prob- ad his own pet scheme. The group 
titis & uld not agree, even after several 
These urs of discussion, upon any uniform 
| Buises. rms that would be generally satis- 
It price factory. The sum and substance of 
some- ‘he matter was that each large buyer 
S; and wished to secure some concession that 
| Whic one else received. It was impossible 
fecte please them all. 
ession From such evidence as has just been 


Out of ited and as a result of rather wide 
bservation and careful study, I have 
me to the conclusion that the only 
ily sound plan for a manufacturer 
follow is a one-price policy. The 
| ne-price policy is generally established 
such n retail trade, except for the auto- 
mobile business, and the reasons which 
have made that policy so sound for re- 
tailing apply with equal strength to 
> the ales by manufacturers and wholesalers. 
lo carry out such a policy amid the 
ands xisting chaos in the field of distribu- 
tion is indeed difficult. During such a 
revolution as we are now in the midst 
f, it is practically impossible to satisfy 
the same time the beneficiaries 
the old order and the proponents 
the new. Some compromise and 
ales me sacrifice is inevitable. I feel 
tur- certain, however, that the sacrifices 
eri- which are involved in carrying out a 
ing ne-price policy are less in the end than 
those which follow the granting of 
concessions to favored customers. 
ny. To turn to another topic, I have 
ler referred earlier to the problem of brand 
se control and I will cite one question 
he which is coming before numerous manu- 
he facturers currently. By way of illus- 
tration, let us suppose that a large 
m retail organization decides to put out 
te radio sets under its private brand. 
d | have chosen radio sets for my ex- 
d ample because, so far as I am aware, 
f the case has not actually been promi- 
S nent in that industry. The retailer 
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goes to a manufacturer of a widely 
advertised set and asks for a price on a 
large quantity of sets to bear the 
retailer’s private brand. The manu- 
facturer desires a larger volume of sales. 
Since the retail firm is to bear the 
expense of sales promotion and is to 
place a large order, it of course expects 
a low price and the manufacturer is 
tempted to accept. The manufacturer 
hesitates to refuse to take the order, 
for fear that otherwise some competitor 
will take it and thereby secure the 
advantage of a larger volume of output. 
If the manufacturer does accept the 
order and the retail firm offers the sets 
at a relatively low price, the retailer’s, 
and consequently the manufacturer’s, 
sales increase. The next year the 
retailer is in the market for a larger 
quantity of goods and he expects a 
still lower price; the manufacturer then 
is faced with the alternative of sacrific- 
ing volume or granting the price 
demanded. In order to meet the com- 
petition of this private brand, further- 
more, the manufacturer must, of course, 
increase his advertising expense and his 
sales-promotion activities so that he 
may hold the sales on his own brand. 
The lower the price at which the retail 
firm buys, the lower its selling price, 
and necessarily the greater the effort 
of the manufacturer to secure sales on 
hisown brand. The manufacturer who 
accepts such orders is thus stimulating 
the keenest sort of competition with 
himself and is adding to the chaos in 
distribution. 

Possibly I have oversimplified this 
illustration, but it is essentially what 
is happening on various products today. 
I have no criticism to make of private 
brands assuch. I recognize thoroughly 
that some private brands are fully equal 
to certain manufacturers’ brands and 
occasionally that they may offer even 














308 


better value to the consumers. My 
point is that a manufacturer should 
decide to operate either on a policy of 
selling goods under his own advertised 
brand or on a policy of making private 
brands for wholesale and retail mer- 
chants. The same manufacturer, in 
my opinion, cannot successfully play 
both games at the same time. 

I have discussed some of the basic 
causes of the unsettled conditions in the 
field of distribution at the present time 
and I have cited a few concrete market- 
ing problems that I have found to be 
uppermost in the minds of business 
executives. I wish to turn now to 
quite a different situation which has 
far-reaching ramifications, and for ex- 
ample I have chosen the sugar industry. 
I became interested in this industry 
while engaged in some private work 
last summer with the California and 
Hawaiian Sugar Refining Corporation 
and I have been led to a consideration 
of various aspects of the industry. 

The sugar industry is in a thoroughly 
unsatisfactory state. The sugar-refin- 
ing companies generally are not prosper- 
ous. ‘They are engaged and have been 
engaged for several years in severe 
competition. The distributors are not 
making a profit on sugar and many of 
them look upon sugar as a necessary 
evil in their merchandise lines. The 
raw-sugar producers and the beet-sugar 
companies generally are losing money. 
The Cuban producers are, of course, 
practically bankrupt. 

These conditions are the outcome of 
several sets of factors. In the first 
place, there is an excess sugar-refining 
capacity in the United States of some- 
thing like 40%. Some of the sugar 
refiners are unwilling to recognize the 
limitations that this excess capacity 
imposes upon their market and are 
seeking, by means of price concessions, 
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to get a larger share. The result jg 
disorderly competition. Amongst the 
distributors of sugar, furthermore, Price 
competition is very keen and many of 
the distributors seek to make their 
profit out of market advances. Ip 
other words, they are striving to buy 
sugar cheaper than their competitors 
can buy it, in order to get the benefit 
of a rise, just as so many cotton-mil| 
treasurers seek to make their profits by 
buying raw cotton cheap by rather than 
from mill operations. Of course, when 
practically everyone is operating on 
that policy, almost no one succeeds 
and the speculation fails. The sugar 
industry, like the cotton industry, has 
not yet recognized the elementary 
principle that it must look to sound 
merchandising rather than to specula- 
tive buying to make the business 
profitable. 

The Cuban situation is one which 
has, of course, a strong bearing upon 
the marketing of refined sugar because 
of its effect upon price, and it also is a 
situation which has far wider economic 
and political significance. Two reasons 
have been cited for the excess produc- 
tion of raw sugar in Cuba. One view 
which has been given a great deal of 
publicity is that the Cubans were 
encouraged by our government to in- 
crease their output during the War and 
that now we are deserting them in their 
time of stress. The other view, which 
has been receiving less publicity, is 
that a large amount of capital was put 
into the Cuban sugar industry by 
American investors during the years 
1923 to 1925 and that the excess pro- 
duction results therefrom. Ihave come 
to the conclusion that neither of these 
explanations is satisfactory. Both are 
superficial. 

In the first place, the troublesome 
increase in the production of raw sugar 
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‘» Cuba did not come until several 
vears after the Warhadended. What- 
ver increase occurred during the War, 
furthermore, was sold at high prices 
ind it hardly can be claimed that the 
Cuban sugar producers deserve any 
more protection than has been accorded 
the producers of many other com- 
modities who expanded production in 
this country during the war years. 
The second explanation also is not 
atisfactory, because the financial in- 
vestments took place under quite dif- 
ferent conditions from those cited in 
the statements referred to above. 
My conclusion as to what happened 
briefly this. Early in this century 
everal large sugar enterprises were 
startedinCuba. About 1915 numerous 
ther large companies were organized, 
particularly through the consolidation, 
r mergers, of existing companies in 
Cuba. Much of the capital for these 
firms was furnished by banks and 
investors in the United States and over 
one-half the raw sugar now produced 
Cuba comes from companies that 
were financed here. Some of these 
companies did not show much in the 
way of profits even during the war 
years. Others had large earnings dur- 
ing those years and paid high dividends. 
(hen in 1920 came the drastic drop 
in sugar prices and heavy losses to the 
sugar companies. In all but a few 
cases the Cuban sugar companies re- 
sorted to the issue of bonds, usually 
7% and 8% bonds, in 1921 and 1922 
to finance their operations. The sugar 
mpanies, in other words, staved off 
bankruptcy by funding their losses. 
Since that time they have been striving 
to increase their production in order 
that they might pay the interest on 
their bonds and perhaps have some- 
thing left for the stockholders. The 
sugar industry, with only a slowly 


expanding market, is not one which 
can stand the burden of such financing. 
The increase in production has de- 
pressed prices. As prices have dropped, 
a larger production has been needed 
tolowercosts. The circle has remained 
vicious. Raw-sugar prices have reached 
the lowest point in history, about one- 
half the real cost of production. Natur- 
ally many of the companies have 
become so weak financially that they 
cannot afford to curtail operations or 
hold sugar off the market. For ten 
years a considerable portion of the 
Cuban sugar companies have been 
bankrupt, and their bankers and stock- 
holders have refused to recognize the 
fact. 

Another factor in the situation has 
been a vicious system of buying sugar 
cane. With two or three exceptions, 
the Cuban sugar companies buy cane 
from farmers, or colonos, under long- 
term contracts, often ten-year con- 
tracts, which provide that the colono 
shall receive six or seven pounds of 
sugar for each one hundred pounds of 
cane delivered to the mill. The cane 
usually yields about 1114% of sugar. 
As the price of sugar goes down, the 
apparent cost of cane to the mill 
declines. As the cost of cane declines, 
of course the sugar companies’ nominal 
costs decline and thus they tend to cut 
prices and thus to lower their cost 
still further. Another vicious circle. 
During the war period when prices were 
rising, furthermore, the colonos received 
such a substantial share of the high 
prices of sugar that the sugar companies 
may have been handicapped somewhat 
in setting up adequate reserves, had 
they had the foresight to do so, for 
safeguarding their position in the event 
of a crisis. As a matter of fact, not 
only were reserves against the con- 
tingency of a drop in prices not set up, 
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at least not at all generally, but even 
today many Cuban sugar companies 
are carrying as assets on their balance 
sheets large sums advanced to colonos 
which the latter have not been able 
to repay because of the low prices 
recently received for cane. It is un- 
likely, moreover, that those advances 
ever will be repaid in large part. 
Hence the colono system of buying cane 
and the common practice of accounting 
therefor have involved risks not ade- 
quately provided for and have yielded 
fictitious and deceptive cost figures. 

Since the Cuban sugar companies 
funded their losses in 1920-1921, they 
have been postponing the inevitable 
readjustment and rendering it more and 
more difficult to accomplish. Many 
of the bonds which were issued after 
the crisis of 1920 are falling due in 
1930, 1931 and 1932, with the com- 
panies in a weaker position and sugar 
prices lower than they were ten years 
ago. Practically all Cuba is bankrupt 
now, as a result of this debacle, and 
indications are that the same sort of 
finance is again to be resorted to, with 
the prospects of a continuance of 
unsound conditions in the Cuban indus- 
try for another period of from Io to 20 
years. This means, of course, con- 
tinued unsettlement in the sugar trade 
in this country. 

I have cited the Cuban sugar situa- 
tion at length, not primarily because 
of its own inherent interest, but because 
it throws the spot light so vividly 
upon certain current problems which 
affect not only those engaged in market- 
ing but also bankers and, in fact, the 


whole community. The Cuban sugar 
companies were only a few of the 
embarrassed industrials which with the 
aid of the bankers funded their losses 
in 1920-21 or in later years. In some 
cases, particularly in rapidly expanding 
industries, this method of averting 
immediate bankruptcy has worked out 
successfully. But there are numerous 
other companies scattered through vari- 
ous industries which should have been 
drastically reorganized or liquidated 
long ago. Although there are excep- 
tions, of course, which deserve to be 
dealt with on their special merits, I am 
convinced that in most industries the 
postponement of liquidation results 
in no gain to the embarrassed company 
and works to the disadvantage of others 
in the industry. At all events, it 
merely adds to the existing chaos to 
attempt to correct financial mismanage- 
ment by greater marketing pressure. 
In this discussion of some of the 
present-day problems in distribution 
I may have jumped from one topic to 
another without sufficient elaboration 
or qualification of statements. What 
I have aimed particularly to accomplish, 
however, is to demonstrate that power- 
ful economic forces are at work which 
are modifying existing marketing meth- 
ods. We do not by any means know 
the final solution of all these problems. 
Here at the Harvard Business School 
we are constantly studying these ques- 
tions and observing trends and results 
to the best of our ability. We are 
deeply grateful to the Two Hundred 
Fifty Associates for the aid which they 
are giving us in performing this task. 
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THE EFFECT OF THE 


PRESENT FINANCIAL 


SITUATION UPON REAL ESTATE’ 


By WILLIAM H 


LL of us who have been so fortu- 
\ nate as to read the work of John 
i Stuart Mill or to hear the lec- 
of Professor Frank W. Taussig 
emember that real estate, like the 
taples or the metals or labor, is 
modity. Its rise and fall and 

ity are affected by the same 
mic conditions which affect any 

- commodity, although the effect 

» quickly felt. 
Economic rent, meaning a sum 
r the use of land, enters into 
human computation. No price 
le is made up and no family 
arrived at without including 
item. Hence every man who is 
red in some form of business will 

ner or later that he bumps 
rainst this commodity. 

[In the early stages of civilization 

hings’? were made by a man or 

up of two or three men in the 
- of one of them, and the home— 
isting of the most primitive kind 
building and the farm—was the 
inning of the factory and real-estate 
lopment. 

lhrough the ages, and due to the 

entration of people in towns and 
eafter in cities, the increase of 
ings and hence capital seeking in- 
tment, together with the product 
an’s education, brains and energy 
he form of invention, manufacture, 
portation and the like, have be- 
* what we now see them to be. 
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Real Estate as an Investment Problem 


By the same process real estate 
(meaning land and buildings thereon) 
has been developed in our cities, so 
that the value of the properties has 
increased to the point where very few 
individuals can own, unassisted, the 
largest and most valuable of them. 

The use of capital accumulated by 
individuals has made possible the great 
railroad systems and industrial and 
utility companies through sales to 
investors of bonds and preferred and 
common stocks. ‘The development of 
our great buildings has been accom- 
plished in the same way: capital in 
such cases has been accumulated by 
the savings banks, life-insurance com- 
panies and trust companies, as well as 
by investors, and loaned to the owners 
of our small and large properties in 
the shape of first mortgages. A mort- 
gage is nothing more than a promise 
to pay back a loan, and the promise is 
strengthened by pledging the real estate. 

The savings banks of Greater New 
York have between sixty and sixty- 
five per cent of their assets invested 
in this way, and the total of these 
investments today is in excess of 
$2,500,000,000, the mortgage invest- 
ments in the Borough of Manhattan 
alone amounting to over $1,500,000,- 
ooo. The life-insurance companies 
have between thirty-five and forty per 
cent of their assets invested in real- 
estate mortgages, but there is no way 
by which I can estimate the total of this 
sum as applied to New York City real 
estate. However, it may be of interest 
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to know that the Finance Committee 
of the Metropolitan Life Insurance 
Company is called upon to invest 
approximately $1,500,000 every busi- 
ness day of the year. 

In many instances these great build- 
ings carry second-mortgage bonds which 
have been sold to individuals and, 
further, there are, we know, large 
issues of stock behind the first-, and 
even behind the second-mortgage bonds, 
and this stock is in the hands of the 
public. When negotiated, the first 
mortgages on real estate in our cities 
represent approximately 60% to 6633 % 
of the appraised value of the property, 
and in normal times this is a perfectly 
safe margin. It must be remembered in 
connection with first mortgages that 
they usually run from three to five 
years and form a permanent investment 
for that length of time, for they as a 
rule cannot be sold and must remain 
in the hands of the original lenders 
until their due date. 

In boom times in real estate it is 
fair to assume that many properties 
are worth several times the amount of 
the first mortgage, but there have been 
times—the depressions with which I am 
most familiar are the one following the 
panic of 1907 and the one in 1912— 
when it might truthfully be said that 
the value of real estate had declined to 
the point where the so-called owner 
actually owned nothing; in other words, 
real estate was not worth more than the 
first mortgages. As you doubtless have 
heard, real estate as a commodity is the 
last to feel the rise due to boom times 
and is the last to feel the effects of bad 
times, and, admitting this, the question 
before us now becomes rather pertinent. 


The Effect of the Recent Boom Period on 
Real Estate 


We must stop for a moment and look 


back. With rising wages and expand- 
ing business, with the growth of con- 
fidence and the increase in extravagance 
which marked the recent years prior to 
1930, there was a corresponding in- 
crease in the production of new build- 
ings, which went hand in hand with a 
rise in land values in our cities such as 
had never been seen before. A con- 
tract to buy a property signed on 
Monday would be sold at a profit on 
Wednesday, and at a second profit the 
day following, so that by the time thirty 
or sixty days had elapsed when the 
title was to pass from the original 
owner to the buyer, the contract 
might have gone through a half-dozen 
hands, a profit being taken at each 
stage of its journey. The cost of 
building, meaning the cost of materials 
entering into construction and the 
wages of all classes of workmen, con- 
stantly mounted; on the day a building 
was opened, it was not at all unusual 
to find that all of the space had 
already been rented to tenants at 
rents increasing year by year. The 
expansion in the security market in 
our great cities caused the doubling 
and trebling of office space on the part 
of stock-brokers and collateral business 
activities. New concerns were formed 
or new agents established in the cities 
by out-of-town companies which came 
to need more metropolitan representa- 
tion, and for a while it did not seem 
that enough buildings could be built in 
the financial districts in New York 
(meaning the Wall Street section and 
the 42d Street section) or buildings 
of the dwelling type (meaning the 
multiple apartment houses) to take 
care of the ever-increasing numbers of 
tenants with apparently unlimited 
money to spend in the way of rent. 

The security market, as we all know, 
was going through the same phase, 
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aly much more acutely. The old 

-ardsticks by which business men had 

measured the relationship between the 

es of securities and their earnings 

ad been made into kindling wood. 

A new era seemed to have come, with 

own approved yard-sticks. It 

started by being a rich man’s specula- 

ve orgy, but gradually all classes 

f the community were drawn into the 

so that even domestic servants 

came tape-readers. Extravagance in 

talk was translated into extravagance 

living and speculation, and those 

might best profit by this turn 

‘mind on the part of the public did 

verything to keep the pot boiling and 

| to provide a new form of excitement 

| ich day. 

When prices of securities rose to 

cord heights, people’s enthusiasm 

vas kept alive by rumors of consolida- 

ns or record earnings and of what 

his and that rich man was doing. 

When borrowings had reached danger- 

; proportions, and sound men joined 

with the Federal Reserve Bank in 

irging a curtailment of the orgy and a 

utting-down of loans, speculators were 

told by a bank in New York that there 

was still plenty of money to be had; if 

anyone doubted it, all he had to do was 

to increase his borrowings from the 

millions of dollars which this bank 

threw into the call-loan market, not 

but twice, when other sources 

had dried up. Holders of pyramided 

stocks continued to hold, not only 

learing to miss still greater profits, but 

realizing that selling would give the 

Government a big slice of their profits 

through the tax on capital gains. 

Warnings were unheeded, past history 

disregarded, and therefore the public 

was wholly unprepared for the complete 

right-about-face which happened a year 
and a half ago. 
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The Market Crash of 1929 and World 


Conditions 


I think it is not yet clear what, if 
any, single incident started the change. 
It happened to coincide in time with 
the Hatry failure in London. It is 
probable, too, that the shrinking earn- 
ings of the industrial corporations were 
being recognized by increasing numbers 
of people. The bankers as a group 
determined that loans must be cut down 
and called many, which meant that 
borrowers had to sell some of their 
pyramided stocks and increase their 
collateral. When this once started, 
mob psychology changed, every green 
signal turned to red in the eyes of the 
man in the street, and the house of 
cards collapsed. 

To use a real-estate simile: probably 
everybody has seen cradles carrying 
steel beams being raised from the 
ground to the top floor of the steel 
skeleton of a building and has watched 
the great boom at the top swing out 
over the street, the lifting cable grow- 
ing taut as the strain of lifting began. 
Each day as you walked through that 
street you saw the cradle carrying the 
steel beams and pillars a floor higher, 
and you marveled at the ingenuity of 
man that such weights could be lifted 
to such heights with such apparent 
ease. And then one day perhaps, if 
you have happened to see what I have 
seen, just before the cradle was swung 
over the top so that the beams could 
be unloaded on the top framework the 
whole mechanism came to a halt, and 
with a report as of a gun the cable 
broke or the boom snapped, and the 
whole mass of material came down into 
the street in a fraction of a second. 
People who had been watching with 
fascination scattered in all directions, 
confidence having givien place to fear, 
and fear to panic. 
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The difference between the panic in 
the financial markets of this year and 
those which preceded it in 1907 and 
1893, and so forth, is that although the 
banks of the great cities have had 
terrific strains put upon them, they 
have not failed. It is probably true to 
say that they could not be allowed to 
fail; otherwise there would have been 
such financial disaster amongst the 
people of our country as has never been 
known. Brave men, with great ability 
and the confidence of their associates, 
have probably held up the weak hands 
and risked great sums of money to 
save the situation from utter ruin. 

Almost in a night, therefore, the 
people of this country have turned 
from ways of speculation and extrava- 
gance to ultra-conservatism and almost 
niggardliness, and this is typical of our 
American temperament. We never do 
things by halves. Were we alone in the 
condition of commercial inactivity 
probably we could look forward to a 
speedy recovery due to our innate 
hopefulness, activity and ingenuity, 
but we see our customers—meaning the 
world at large—affected by famine, 
by civil war, by terrible overtaxation 
and by communistic government, as 
instanced in India, South America and 
China, England and Russia, to an 
estimated number of 800,000,000. In 

our own country the buying capacity 
of our farmers has been greatly reduced 
through the tremendous drop in prices of 
our farm produce. When the world has 


ceased to buy, America as a producing + 


nation must curtail production, exactly 
what we are now doing, and it is in part 
due to the inability of our customers to 
buy from us that we cannot see more 
clearly the end of the present period 
of depression. 

It must not be forgotten, also, that 
our tariff wall has lately been extended 
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upwards, and this has not made matters 
better. Again—and there are two dis. 
tinct schools of thought on the subject 
—our country has pursued a policy 
of isolation and aloofness while all the 
rest of the world in recent years 
has been drawing up its chairs around 
the table. The radio, the telephone, 
the dirigible, the submarine and the 
plane have made people of different 
hemispheres near neighbors. To be 
neighbors is to be friendly, to mingle, to 
do things together, to be mutually 
helpful and understanding. The 
League of Nations, the World Court 
and the like, though imperfect, are at 
least man’s first attempts toward such 
understandings. 

We have been asked to sit around 
the table and partake with the rest, 
but our answer seems to be: “Thanks 
awfully, but we don’t like your cooking. 
We will come over and see you eat, 
but we’ll bring our own food and our 
own cigars.”” We must seem to the 
foreign nations like ‘“‘fair-weather 
friends” who always appear when there 
is something to be made out of the 
party. That does not promote good 
feeling, and without good feeling— 
which can be called confidence—we 
may have plenty of goods on our 
shelves but very few customers in the 
store. 


The Present Effect on Real Estate 


What effect has all of this had on real 
estate? Well, in the first place, the 
selling and buying of real estate has for 
the time being in our great cities prac- 
tically ceased. Those who must sell to 
save themselves from ruin take what 
they can get, and although, fortunately, 
no one man engaged in my business 
hears of many such sales, it is a fact 
that the prices realized represent a 
very serious shrinkage of value. If, 
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for some reason, an individual or a 
-orporation must buy a parcel or a 
coup of parcels, which seems the most 
lesirable for the purpose, unless these 
sarcels are offered for sale they will not 

that the price has materially 

l inished. 

lust here is a real difference between 

.] estate and other commodities and 
securities. Beans, representing a vast 
number of commodities, are all grown 

ale, and if A reduces the price of 
beans, all other beans offered for 
ale must drop to A’s price. ‘The price 
of beans is quoted daily. Securities, 

a class, are dealt in daily. They are 
asy to sell, and if in closing out a loan, 
15,000 shares of a stock are thrown 

. descending market, not only does 
the price drop, but the prices of most 
ther securities come down also in 
ympathy. In a panic, stocks are 
rced on the market in huge volume, 
ind each day’s decline is greater than 
the last. Short selling is a strong 
factor. 

Real estate is a slow asset. It 
takes time to buy it or to sell it. To 
borrow on it takes time—to find the 
best lender, to get the title searched, 
tc. It has no quoted value, and those 
who buy for permanent investment 
r have inherited their holdings sell 
other investments first. Only a small 
fraction of the real estate in our cities 
is for sale at any given time. 

Our great real-estate enterprises are 
a joint production of the capitalist 
who promotes them for profit; the 
builder whose organization constructs 
them and who usually, in the largest 
of the enterprises, takes part of his 
profit in the stock of the enterprise; 
the lender, who advances up to perhaps 
two-thirds of the enterprise by tak- 
ing a first mortgage thereon; the public, 
which invests in the second-mortgage 
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issue or in the stock; and, last of all, 
the tenants, who occupy the space and 
pay the rent. 

The capitalist today has lost his 
initiative and is as pessimistic as less 
than two years ago he was optimistic. 
The builder is still anxious to build, 
for he sees that the cost of producing 
the building has declined approximately 
twenty per cent, and he is also anxious 
to keep his organization together by 
every means possible. This is trans- 
lated into a willingness on his part 
to take less than the customary 
builder’s profit. The lenders, meaning 
the large life-insurance companies, sav- 
ings banks, etc., have come to the con- 
clusion that there is overproduction 
of space, as there has been of every 
other commodity, and they scrutinize 
with unusual care the proposals which 
come to them to invest in new enter- 
prises. However, the temptation to 
put out their funds in mortgages is just 
now quite compelling, for the alterna- 
tive is to invest in legal bonds which 
are selling on a basis to yield a lower 
income—4.30%, in fact, against from 
5% to 542% from first mortgages. 

The public, which buys the second 
mortgages and stocks, has no use 
for any such pieces of paper now, and 
tenants, with business practically at a 
standstill, have no intention of increas- 
ing their expenses by moving, their 
only thought being to curtail the space 
for which they now pay rent and to 
insist that their landlords shall reduce 
their rent. Hence, although the cost 
of building has declined seriously and 
mortgages are in great demand by 
insurance companies and the like, there 
is no likelihood of any considerable 
amount of new construction taking 
place in our cities; in fact, it must be 
discouraged. 

With a certain number of concerns 
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in receivers’ hands, with the business 
of others cut to a minimum, and with 
hundreds of apartments vacant and 
hundreds of thousands of square feet 
of commercial space vacant, owners of 
real estate face in the year 1931 a 
serious reduction in the rentals to be 
derived from their properties. 


The Plight of the Owners and Operators 


On the expense side of the ledger 
there has been no diminution in the 
wages of labor as yet. Many materials 
entering into the upkeep of real estate 
can be bought at large reductions; on 
the other hand, taxes in our great cities 
continue to mount year by year, so 
that it is fair to make the general 
statement that expenses of operation 
will show no appreciable decrease for 
the year 1931 and that the income side 
of the ledger will show a material 
shrinkage. This condition will of 
necessity be followed by the foreclosure 
of many mortgages; the lenders will 
become increasingly the owners of the 
properties at the foreclosure sales, 
which means that the so-called owners 
of the properties involved will have 
been wiped out; and the lenders will 
have had to take over the properties 
to protect their investments. 

There is a class of owners in all our 
big cities which may be said to be in 
difficulties because they are over-ex- 
tended, and if serious trouble is to 
come to the real-estate market, it will 
arise first in this group. I refer to the 
so-called operators: shrewd men with 
a flare for real estate, but men who 
have had poor opportunities for edu- 
cation and whose only business experi- 
ence has been gained in years of rising 
markets. Having made a series of 
profits for themselves, they have be- 
come the heads of syndicates composed 
of their friends and admirers. With 
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the funds placed in their hands they 
have bought larger and larger parce}; 
some with modern buildings and som 
with old worn-out structures. They 
have built huge structures, well planned 
and well-enough built, and until this 
year all has gone well. 

The newer buildings finished last fal}, 
for both business and apartment pur. 
poses, have not rented well. The new 
cooperative apartments in New York 
opened this fall are two-thirds vacant, 
The new renting apartments are one. 
third vacant. The new business build- 
ings in the Wall Street and 42d Street 
centers to open in May show hardly 
any rentals at all. In the Wall Street 
area there are at the moment about 
1,000,000 square feet of vacant office 
space, and 1,600,000 square feet more 
are now under construction. In the 
42d Street center 1,500,000 square feet 
of office space are under construction, 
and the vacancies in existing buildings 
are serious. Meantime, interest and 
taxes must be met, and to meet these 
and other carrying charges more money 
must be borrowed on second or even 
third mortgages and notes with 
endorsements. 

Now, one need not be an experienced 
financier to understand that with this 
class of owner the limit has been 
reached—the next step is financial 
trouble. 

Recently every effort was made by a 
group of prominent bankers to con- 
solidate and strengthen four banking 
institutions in New York which had 
become seriously weakened by injudi- 
cious loans to their own directors and 
banking affiliates. The largest of the 
four was the Bank of United States. 
Announcement of the merger was actu- 
ally made in the New York press in 
November, and it was then stated that 
a prominent member of the Federal 


HARVARD BUSINESS REVIEW 


Reserve 
sented | 
ganized 
interest 
group ¢ 
the sit 
commu 
this co! 
real-est 
thankf 
knowle 
speculé 
borrow 
from t 
collate 
buildir 
that 1 
should 
tors m 
their ] 
for wh 
impor 
would 
auctio 
intere 
that $ 
age Vi 
is eas? 
impo! 
view 
Un 
the n 
reorg. 
the B 
shock 
their 
bank 
affair 
week 
readi 
vaul 
list « 
thirc 
grad 
mad 
who 
who 








eserve Board of New York had con- 


S they mm . 
s? 1 canted to become President of the reor- 


cae ni: ed banks and to represent the new 
They i ests and new money which this 

lanne} Me group of bankers was to put in to save 
il thi, fgg the situation. Although the financial 
Bs nmunity breathed easier because of 

st fall is ¢ nsolidation, those engaged in the 
t pur. eal-estate business had more to be 
e new inkful for because it was common 
York wledge that many of the most 
cant peculative real-estate operators had 
eee. rrowed through friends large sums 

yuild. the bank on the poorest kind of 
treet lateral in order to complete their 
ardly building enterprises. It was realized 
tees hat if the Bank of United States 
lane ild fail, some at least of these opera- 
“me ors must be carried down with it and 
nore heir properties thrown on the market 
the r whatever they would bring. Other 

feet mportant properties owned by them 
ioe would find their way quickly to the 
ine n block through failure to pay 
aad nterest and taxes. When it is realized 
lites hat $3,000,000 was probably the aver- 
ney - value of many of their holdings, it 
ed easy to understand why it became so 
ith nportant from the real-estate point of 


w to clear up this banking situation. 
Unfortunately those ready to put in 
the new capital and stand behind the 
organized banks found the affairs of 
the Bank of United States to be in such 
hocking condition that they withdrew 
their support, and immediately the 
bank failed. The exact condition of its 
affairs filled the newspapers for some 
and it was far from pleasant 
Aside from the looting of its 

; vaults by directors and officers, a long 
list of bad investments in second and 
third mortgages, and participations, has 
gradually come to light, which were 
| n ade to over-extended realty operators 
: who could give no proper security, and 
| who had planned to save themselves 
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from ruin by getting money from this 
bank either as directors thereof or 
through friends on the Board. It is 
the worst blow which has fallen on the 
real-estate market to date, and its 
effects are already far-reaching, and will 
be increasingly so. 


Résumé 


I think you will all agree with me 
that this presentation of the situation 
indicates a serious decline in the value 
of real estate in our cities. If there 
were daily quotations as there are for 
securities we would know just how 
much the value of real estate had 
dropped, but lacking such evidence 
we who are in the business, and 
especially those offices which are looked 
to by the great lenders to advise with 
them as to values, are bearing a very 
serious responsibility; for it must be 
remembered that billions of dollars in 
mortgages held by such organizations 
as the Metropolitan Life, Mutual Life, 
Equitable Life, New York Life and 
others, and by the large savings banks 
in our cities, are less good as invest- 
ments than they were, meaning that 
the value of the security has shrunk. 
Hundreds of these mortgages are com- 
ing due almost daily, and the executives 
who have the responsibility of renewing 
them, or calling for payment or nursing 
the situation, must be guided by the 
best brains amongst those engaged 
in the business of real estate. ‘That 
there has been a material shrinkage in 
values is certain. The extent of it 
will differ in the minds of a dozen 
of us whose time and thought are 
given to this problem. 

If we listen too much to those whose 
dealings have been in securities, and 
are today in as pessimistic an attitude 
as they were optimistic in 1929, we 
shall be led to exaggerate the decline 
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in real-estate values. If we are over- 
optimistic we shall be the means of 
encouraging the great lending com- 
panies to risk the savings of millions 
of people from whom they collect the 
premiums on the policies or the savings 
in the banks. If good judgment is 
used by the real-estate men as a whole, 
reductions in renewing mortgages can 
probably be effected by the lenders; 
others can be nursed along; the owners, 
as a class, will be saved from total 
loss of their investments; and the situa- 
tion will be carried along until the com- 
munity, as a whole, can see the be- 
ginning of improvement, which will 
mean that this great, optimistic, ener- 
getic nation has started again to climb 
the hill of prosperity. With the ac- 
cumulation of savings going on day by 
day the demand will gradually become 
insistent that these savings be put to 
work, and with dawning hopefulness 
our factories will again expand their 
production and put back on the pay- 
rolls the thousands and hundreds of 
thousands of men who are idle today. 
Their wages, however, may be lower. 
Since this is the only commodity not 
liquidated to an appreciable extent, 
there is a growing belief that unless 
it is liquidated the recovery will be 
materially delayed. 

The real-estate situation is sound 
at the core because America is sound 
at the core, but it is necessary that the 
real business men of our trade, together 
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with the real business men in all othe; 
trades, should first realize the responsi- 
bility which rests on them clearly to 
apprehend the situation, to be fearless 
in their judgment and in the advice that 
they give. They must hear all that 
can be heard, digest all that they hear, 
bring good judgment to bear, and 
realize that this country can never 
permanently retrograde. They must 
be ready to encourage enterprise jin 
the years that are to come, just as they 
did their best to hold back the tide of 
speculation and extravagance which 
ended in 1929. It will take time, 
and in the real-estate market it is my 
belief that we shall not see a material 
change in conditions short of eighteen 
months or two years. It will furnish a 
great opportunity, especially to the 
young men who go into this business, 
to see it in its present stagnant and 
depressed condition, and to go along 
with it as it rises and broadens, as it 
always has done in the past. It will 
furnish them with an interesting busi- 
ness life, one without the financial 
risks which attend so many other forms 
of business activity; and it is essential 
for the community in which they live 
that this business of real estate be 
conducted by men of the _ highest 
character and moral qualities, since 
on their expressed opinion depends in 
great measure the safety of billions of 
dollars in loans, representing the sav- 
ings of the American people. 
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EUROPE’S RETURN TO GOLD 
By H. H. PRESTON 


Professor Cassel has set forth the 
effect of the World War upon the 
sold standard:' “The first thing that 
ened in the financial sphere upon 
outbreak of the World War was that 
existing gold standard was aban- 
i—not only in the belligerent 
tries but also in the majority of 
tral states. Upon the entrance of 
® the United States into the War, cor- 
nding steps were taken in that 
try.” When the peace commis- 
ioners finished their task at Versailles 
in 1919 the gold standard was non- 
ist Now after the lapse of a 
ade gold has practically regained 
rmer position.? 
Che breakdown of the gold standard 
; world-wide. A full treatment of 
return to gold would require a 
irvey of the situation in all of the 
intries involved. This paper, how- 
ever, will be devoted primarily to a 
nsideration of Europe’s return to 


| two short but emphatic sentences 


' Cassel, Gustav, Money and Foreign Exchange 
{fter 1914, p. 1. 
*Japan removed her gold embargo, effective 


y 11, 1930. Late in 1930 announcement was 

ade that Spain was taking steps which would permit 
ficially to revert to a full gold standard at an 
date. Commercial and Financial Chronicle, 
November 22, 1930, p. 3293. Practically all coun- 
in which the gold standard prevailed before the 

War have reestablished that standard. In a few 
nally gold-standard countries, paper money was 
nvertible before the War and remains in that 

A heavy gold drain in 1929 made it 

ary for the Argentine Republic to close her Con- 

n Office. This meant the abandonment of the 
standard which had been reestablished in 1927. 
candinaviska Kreditaktiebolaget, April 1930, p. 17. 
: of the other gold-standard countries have had 
ty in maintaining full parity of currency with 

LL But on the whole the universal war-time 
‘Dandonment has been followed by almost universal 
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gold. It was there that the gold 
standard had been most firmly in- 
trenched. It was there, moreover, that 
the effects of the breakdown were most 
pronounced. 

It is scarcely necessary to point out 
the extent to which Europe suffered 
from bad money in the years after 
1914. Currency disorder meant eco- 
nomic distress. It probably is also 
unnecessary to review the methods 
by which abandonment of the gold 
standard was brought about. In most 
countries the currency issued by the 
government or central bank was either 
legal tender before the War or officially 
granted that power at the outset of the 
War. It remained only to declare the 
paper irredeemable. ‘Thus the tie with 
gold was cut. Fiscal needs thereafter 
largely dictated note-issue policy, and 
government credit became the basis 
upon which the security of notes rested 
either directly or indirectly. 

The extent of the inflation differed 
widely in the countries of Europe. 
Note issue in almost unlimited amount 
took place in Russia, Austria, Poland, 
Hungary and Germany. Notes in cir- 
culation and prices climbed to dizzy 
heights together. It might have been 
hoped that inflation would be held in 
check after peace was declared, but 
this was not to be so. In Russia and 
Austria the debacle was over fairly 
soon. Germany on the other hand 
had sustained relatively moderate infla- 
tion up to the armistice, but this 
inflation continued at an accelerated 
rate until it culminated in the complete 
breakdown of the mark in the autumn 
of 1923. For five years after the guns 
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along the western front had ceased 
firing, monetary inflation played havoc 
with such of the economic life of Europe 
as had withstood the ravages of war. 

In England, where the Treasury 
notes of 1914 had replaced gold in cir- 
culation, inflation was moderate during 
the War and was resolutely held in 
check after peace was declared. Switz- 
erland, Holland and the Scandinavian 
countries likewise succeeded in keeping 
inflation within moderate bounds. Be- 
cause of price inflation Sweden looked 
upon gold as an undesirable import and 
adopted a gold-exclusion policy in 1916. 
For a short time her currency was ata 
higher value than its gold parity, but in 
the end the ban on gold was unsuccess- 
ful. In March 1920 the notes of the 
Riksbank were made irredeemable.’ 
Spain, whose exchange during the War 
was at a high premium in this country, 
lapsed from the gold standard in the 
post-war days and has not restored the 
gold parityof hercurrency. Thedown- 
ward trend of the French and Italian 
currency continued until the summer of 
1926. At that time the franc touched 
two cents and the lira was only a little 
above three cents (30.536 to the dollar). 

Confusion and _ disorganization 
marked the first half of the decade 
following November 1918. But the 
five years of retrogression have been 
succeeded by five or six years of remark- 
able progress.‘ 


5 Cassel, Gustav, op. cit., pp. 79-100. 

‘ Austria stabilized in 1923; Sweden resumed gold 
parity in 1924; Germany followed in October 1924; in 
April, 1925, England allowed the free export of gold. 
Thereafter the return to gold continued apace. In 
its annual report of 1928 the Federal Reserve Board 
chronicled the return to gold of Italy (actually 
legalized December 22, 1927), Esthonia, Norway, 
Greece, France and Bulgaria. Late that same year 
occurred the amalgamation of the English Treasury 
notes (Bradburys) with the Bank of England notes. 
On November 27, 1929, a gold-standard law was pro- 
claimed by Czechoslovakia. Japan removed her em- 
bargo in January, 1930. 























The following table lists the countries 





of Europe in alphabetical order with — 

the date of official stabilization. The 

table also furnishes information regard. ce 

ing the pre-war and present monetary 

units in terms of their exchange value 

in cents. The method by which the rs 
\ 


currency returned gold to standard js 
indicated in Column 6, 

In reviewing the monetary history of 
the war and post-war periods one finds 
almost everywhere evidence of a pur- 
pose to get back to a gold basis as soon 
as possible. Even before the armistice 
the Cunliffe Committee in England rec- 
ommended that Great Britain return 
to gold as soon as practicable. The 
Brussels Financial Conference of 1920 | 
passed a resolution stating: “It is 
highly desirable that the countries 
which have lapsed from an effective gold 
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standard should return thereto.” 21. P 
There was comparatively little op- 22 : 
position in principle to this objective as a R 
the ultimate goal. A few voices were 25. S| 
raised against the gold standard, not- 26. ; 
ably by the managed fiduciary currency - ¥ 
school in England, headed by the bril- 
liant John Maynard Keynes. But they — 
were decidedly in the minority. It was | 
not any general uncertainty as to the +B; 
ultimate goal which delayed so long the inal 
reestablishment of the gold standard. por 
What then were the obstacles? Ina “eS 
word, inflation, resulting from budget- ‘mtn 
ary deficits, caused the delay. Budget- pores tes 
ary deficits were vitally related to war- po ape 
debt settlements and reparations. The i 
speculative sale of marks was in fact 
one of the principal means used by later | 
Germany to pay reparations prior to settle 
1923. One of the principal gains of Be 
the Dawes plan was the currency reform nativ 
which it achieved. The coalition gov- ing t 
ernment of France that checked the to re 
downward career of the franc also of th 
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INtries TABLE 1. STABILIZATION OF Europe’s CURRENCIES 
With ails | 
Tr Old Unit Present Unit 
The | f Method of 
egard Country a —— — R oe - Return to 
—_— : tabilization 
F Par Value ar | Par Value | Gold 
letary Name | Name 
in Cents | in Cents | 
Valu as =| —_— ———$—$ $$ $$. 
h the Albania....... New State Franc 19.3 Sept. 2, ’25 
ard ; 2. Austria. Krone 20.26 | Shilling 14.07 | Jan. 3, "23 Repudiation 
ali Belgium Franc 19.30 | Belga 13.90 | Cet. 25, °26 Devaluation 
4. Bulgaria...... Lev |} 19.30 | Lev 00.72 | Jan. I, ’27 Devaluation 
ry s. Czechoslovakia); Austrian | 
ee Crown 20.26 | Crown 02.96 | Nov. 27, ’29 Devaluation 
find Danzig New State Gulden = | Apr. 28, ’25 
pur 7, Denmark..... Krone 26.80 | Krone 26.80 | Jan. i, “a7 Pre-war Parity 
— 8. England...... Pound 486.65 | Pound 486.65 | Age. 38, "35 Pre-war Parity 
-_ ». Esthonia New State Krone 26.80 | Jan. 1, ’28 
isti Finland Markka 19.30 | Markka 02.52 | Jan. 1, ’26 Devaluation 
1 re 11. France Franc 19.30 | Franc 03.92 | June 25, ’28 Devaluation 
tiv 12. Germany Mark 23.82 | Reichsmark 23.82 | Oct. 11, ’24 Repudiation 
>turn 13. Greece Drachma 19.30 | Drachma | OF.30 May 4, ’28 Devaluation 
Th 14. Hungary Krone 20.26 | Pengo 17.49 | Dec. 27, ’26 Repudiation 
192 is. Irish Free St New State Pound 486.65 1927 
ag 16. Ital Lira | 19.30 | Lira | 05.26 | Dec. 22, °37 Devaluation 
It 17. Latvia New State Latf 19.30 | Aug. 3, ’22 
tri¢ 18. Lithuania New State Litas{ 10.00 | Irredeemable 
~ 19. Netherlar Florin 40.20 | Florin 40.20 | Apr. 28, Pre-war Parity 
2 20. Norway Krone 26.80 | Krone 26.80 | May 1, ’28 Pre-war Parity 
21. Poland New State Zloty 2.22 | Oct. 23, '27 Repudiation 
( 22. Portugal.. Escudo 108.05 | Escudo§$ 04.48 | Irredeemable 
e 3. Roumania.. Leu 19.30 | Leu 00.60 | Feb. 7, ’29 Devaluation 
‘ 24. Russia Rouble 51.46 | Chervonetz] 514.60 | 1922-1924 Repudiation 
ve 25. Spain Peseta 19.30 | Peseta | 10.50 | Irredeemable 
n 26. Sweden Krona 26.80 | Krona | 26.80 | Apr. 1, ’24 Pre-war Parity 
E 27. Switzerland...|! Franc 19.30 | Franc | 19.30 | May ’25 Pre-war Parity 
or 28. Yugoslavia Dinar 19.30 | Dinar** | o1.78 | | Irredeemable 
he e rces: Spaulding, Dictionary of the World's Currencies and Foreign Exchanges. 
~ Statesman's Year Book for 1929, 1930. 
was Federal Reserve Bulletins. 
innual Report of the Secretary of the Treasury, 1928, pages 354-355 
t} _ League of Nations Gold Report, 1930. 
os * By t he law of Nov. 20, 1923, gulden are exchangeable for checks on London at the rate of 25 gulden per pound. 
th tA r z to the Commerce ‘$e ear Book of 1929, the lat has been established at 19.3 since January, 1923. Rouble notes 
s reulat nust all be redeemed by April 1, 1931. No exchange quotations are available; the American Express Company 
re ts that all drafts sold in Latvia are in dollars. 
¥ + Ther t was adopted Aug. 16, 1922, but the Bank of Lithuania is not required to redeem its notesin gold. Drafts 
, § Ex rate, + Sam 27, 1931. 
et % quotations upon Russia for the past three years have been “‘nominal.”" See Federal Reserve Bulletins. A 
al bank was established in 1924. Money in circ ul: ation now consists of notes of the bank, Treasury notes, and sub- 
et- ins B ink notes must have a specie reserve of 25 In October, 1928, the actual reserve was 26.4%. The Treasury 
ire limited to 75 % of the outstanding bank notes (bofere 1928,50%). The unit of currency ordinarily used anyones to be 
are nez le, with a par of 51.46; nominally it has been maintained at approximately that value since 1924. -ractically 
" ate is effecti ve The American Express Company reports sales of drafts only in dollars. 
, ze rate, Jan. 29, 1931. 
. " ge rate, Jan. 29, 1931. The value has been maintained at approximately 1.78 for at least three years. 
iC 
by ater secured the ratification of her debt pudiation. It may be contended that 
ttlement. devaluation and repudiation differ only 
> . ° e — ° . 
Because of the inflation, three alter- in degree. The chopping of 12 ciphers 


atives presented themselves in return- 
» gold: deflation of prices in order 
pre-war parity, devaluation 
the value of the currency, and re- 


» 
be OA 
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restore 


from the nominal value of paper cur- 
rency—the devaluation practiced by 
Germany when one billion paper marks 
were made equal to one gold mark—is a 
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major operation. But for her there 
was no other possibility and, when the 
ordeal was over, recovery was rapid. 
It is interesting to note that among the 
first countries to achieve stability were 
those in which conditions had been most 
disturbed; e¢.g., Austria, Germany, Hun- 
gary, and Poland. On the other hand 
the final return to gold was most diffi- 
cult in countries such as Italy, France 
and Belgium, where limited devaluation 
was necessary but where it was strongly 
resisted as a reflection upon the stability 
of the currency. 

Three countries may be chosen to 
illustrate the return to gold by different 
methods: England restored her money 
to its pre-war parity, Germany repudi- 
ated, and France devalued. Of the 
three, Germany was first in point of 
time to stabilize her currency. In 
January, 1923, the Reparations Com- 
mission declared Germany in willful 
default on her reparation payments. 
France and Belgium forthwith occupied 
the Ruhr and completed the breakdown 
of the German economic order. Pro- 
fessor J. P. Young in his report for the 
United States Senate on European 
currency and finance has told us that 
at the end of October and again at the 
end of November, 1923, over 99% of 
the notes in circulation had been put 
into circulation within the previous 30 
days.* ‘The mark was worthless; action 
was imperative. On October 15, 1923, 
the German government established 
the Rentenbank. This institution was 
intended only as a transition to the gold 
standard. But the Rentenbank was a 
success and paved the way for the 
ultimate solution reached under the 
Dawes plan. Outstanding paper marks 
were redeemed at 1,000,000,000 for one 
Rentenmark. Under the Dawes plan 
the old Reichsbank was reorganized 





5 Young, op. cit., Vol. I, p. 418. 
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and began operations under the forme; 
name October II, 1924. Its notes 
were redeemable either in gold or jp 
foreign exchange. Reichsbank note; 
were gradually substituted for Renten. 
bank notes. Ample reserves of gold 
and foreign exchange have been main- 
tained so that the value of the mark has 
remained stable. 

Germany’s deflation problem was a 
simple one. Her price index had risen 
almost as rapidly as her note issue. [pn — 
October, 1923, the note issue stood at — 
709 billion (1913 = 100). On the new 
gold basis, prices were about 130 in 
terms of 1913 = 100.6 Ciphers could 
come off prices as well as off marks. 
The change was violent but not difficult 
of accomplishment. 

Turning now to England we find that 
even before the armistice she had res- 
olutely set herself the goal of a return 
to gold on the pre-war basis. This 
meant price deflation. Price deflation 
was particularly unwelcome because it 
tended to increase unemployment, a 
major problem in post-war England. 

At their peak in 1920, British prices 
reached a level of 313. Fortunately 
for her, the return to gold did not mean 
a return to the pre-war value of gold; 
gold prices, as evidenced by the price 
index of the United States, were more 
than twice the pre-war level in 1920. 
It was difficult to predict then what the 
post-war value of gold would be. If 
gold prices had stayed up, the deflation 
of the paper prices necessary to bring 
them in line would not have been a 
serious problem. But 1921 marked a 
serious deflation of gold prices. Even 
after that, England looked forward 
hopefully to an expansion of credit and 
an advance in prices in the United 
States as a result of the great gold 
influx in 1921. But the price advance "Yo 


6 [bid., p. 401. p 146. 
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: EUROPE’S RETURN TO GOLD 
ae didn’t come. Somewhat later Hartley 
Otes | Withers expressed the general dis- 
Th @ sointment when he remarked: “ What 
otes ould suit Europe, and especially Eng- 
—_ land. best would be a little exuberance 
gold a the United States in the matter of 
— ide and credit expansion.” 

: has In spite of disappointment and con- 
ing inflation elsewhere, England 
be k steps which placed her in a position 
— to reestablish the gold standard “‘as 
In n as possible.” Her budget was 
sd balanced; note issue was rigidly limited; 
= floating debt was reduced; and her 
indebtedness to the United States was 
rw funded 
ars A second British currency commis- 
ai n, appointed in 1924, reported early 
1925 favoring gold resumption by the 
we end of the year. Meantime prices in 


al the United States were rising, stimu- 
“ ited by the lowest discount rates in 
Federal Reserve history up to that 
-_ time. Our index number rose from 
io 154 in June, 1924, to 168 in January, 
1925. The pound stood practically 
still in terms of commodities, so that 
es the index numbers of the two countries 
approached each other. The foreign 
an exchanges registered the appreciation 
! of sterling in terms of dollars; in Febru- 
ce ary, 1925, the depreciation was less than 
two per cent. On April 28, 1925, the 
0. Chancellor took the bold stroke of 
1€ announcing that the restrictions upon 
lf gold export would be immediately 
n removed. 

8 \s a safeguard against the dissipation 
s f her gold reserves, the Bank of Eng- 
a land was relieved of the obligation to 
n redeem paper money in gold coin; 
were made redeemable in gold 
bars of approximately 400 ounces. 
Provision was made to support the 
xchanges by arranging an American 


re notes 


te 


Young, J. P., European Currency and Finance, p. 
140, 
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credit of $300,000,000, and an unofficial 
embargo was imposed upon foreign 
loans to prevent an outflow of capital. 

The return to gold did not complete 
the British currency reorganization. 
In August, 1914, Parliament had au- 
thorized the issue of currency notes 
popularly called Bradburys. These 
notes were direct issues of government 
credit paper currency. ‘The maximum 
volume of currency notes outstanding 
was 367 million pounds at the close of 
1920. A policy adopted at that time, 
and rigidly adhered to thereafter, fixed 
the maximum fiduciary note issue at 
the minimum attained in the preceding 
year. By this means the volume of 
currency notes in circulation had been 
reduced to below 300,000,000 in 1922 
and was maintained at less than that 
amount during the next two years. 
In the meantime also an increasing 
reserve, consisting principally of Bank 
of England notes, had been built 
up. It was England’s definite purpose 
to merge the currency notes with the 
Bank of England notes into a single 
form of currency. After due considera- 
tion, however, the committee of experts 
recommended in 1925 that amalgama- 
tion of the note issue should be de- 
ferred. In 1928 this question was 
reopened and amalgamation was ef- 
fected in November, 1928. 

The significance of the transfer of the 
Currency notes to the Bank of England 
can be better appreciated by presenting 
a statement of the two classes of notes 
at the date of amalgamation. 

It will be noted that of the 180 million 
of bank notes outstanding, 56 million 
were held as reserve in the currency 
notes account. Deducting these 56 
million notes left approximately 120 
million of Bank of England notes and 


8 The Economist, December 1, 1928, p. 1022. 
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CURRENCY NOTES 
November 21, 1928 
(Million pounds) 
Government Se- Notes Outstand- 
CUFITICS. ....0565 237.4 rE ae 286.7 
Pe accasedeshs 5.2 Investment Re- 
Bank of England serve Account*. 12.1 
ee 56.2 
298.8 298.8 


ISSUE DEPARTMENT BANK OF ENGLAND 
November 21, 1928 
(Million pounds) 








Government Debt. 11.0 Notes Issued..... 180.9 
Other Securities... 8.7 
GEE scvcansncess 161.2 

180.9 180.9 


* The Investment Reserve Account was a fund set aside 
from earnings on government securities for the purpose of 
offsetting any depreciation in the value of the government 
securities held against note issue. 


300 million of currency notes in cir- 
culation, including those held in other 
bank reserves. The net amount of 
notes in circulation was approximately 
420 million pounds. The 161 million 
gold reserve of the Issue Department 
had served indirectly as a reserve for 
the currency notes, since the 56 million 
of the Bank of England notes held in 
the currency-notes reserve were freely 
redeemable in gold. The amalgama- 
tion of the two forms of notes made this 
161 million a direct reserve back of all 
paper currency. The Cunliffe com- 
mittee had recommended a minimum 
gold reserve of £150,000,000; this had 
been tacitly accepted as the normal 
minimum. Under the amalgamation 
law a fiduciary issue of £260,000,000 
was provided for; this corresponded 
closely to the combined fiduciary issues 
of the Bank and the Treasury. It is 
expected, therefore, that the notes out- 
standing will normally be in excess of 
£410,000,000. The currency notes 
were in denominations of one pound 
and ten shillings. The minimum de- 
nomination of Bank notes had formerly 
been £5. The Amalgamation Act 
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necessarily provided for bank notes 
with denominations as low as te, 
shillings. 

The statement of the Issue Depart. 
ment of the Bank on November 28, 
1928, was as follows:® 
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Government Debt. 11.0 Notes 
Other Govt. Se- In Circulation... 367.0 figure 
curities......... 233.6 In Banking paym 
Other Securities... 10.1 ree $2.0 below 
i chcennsiese 5.2 
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A comparison of this statement with 
the two separate statements given 
above reveals the fact that nearly 
235 million of securities and about 5 
million of silver had been added to the 
assets of the Issue Department. Bank 
of England notes in the currency-notes 
reserve merely offset a corresponding 
liability for notes outstanding. The 
Investment Reserve Account disap- 
peared; presumably the securities held 
in the issue department were conserva- 
tively worth their book value. 

Profits arising from note issue are to 
be paid into the Treasury. In general 
the present law maintains the funda- 
mental currency principle of note issue 
which was established in England nearly 
a century ago. Elasticity of note issue 
is practically non-existent, although 
there is a provision whereby the amount 
of fiduciary-note issue may be tempo- 
rarily increased by authorization of the 
Treasury. The Issue Department of 
the Bank is in fact performing du- 
ties which might be handled by the 
Exchequer. 

In the hectic months of 1929 when 
stock speculation was rampant in Wall 
street, the Bank of England was hard 





® The Economist, Dec. 1, 1928, p. 1022. 
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pressed to protect its gold reserve. In 
February and again in September the 
>ank rate was boosted fully one per cent. 
rhe last rise was made after the Bank 
had sustained a drain of gold amounting 
to $150,000,000 from May to October, 
1929. ‘This reduced the Bank’s reserve 
£132,000,000 in October, the lowest 
foure since the resumption of specie 
1925, and £18,000,000 
\w the minimum set by the Cunliffe 
ci mmittee. What might have devel- 
ed into a crisis came to an abrupt 
end when the stock bubble burst. Gold 
poured back to London and the bank 
rate was dropped by steps of one-half 
f one per cent until it stood at three 
per cent on May I, 1930. 

France is typical of the group of 
countries which devalued their cur- 
rency. When the War started, her note 
issue was limited by law to 6,800,000,- 
000 francs. This legal maximum limit 
was raised successively until 1920. In 
September of that year, after having 
stood for a few weeks at 43 billion, it 
was set at 41 billion. The franc was 
then worth approximately six cents. 
For nearly four years inflation was 
held in check. In 1924 the franc again 
tarted on the decline. Budgetary def- 
icits kept the floating debt on the 
increase. Continued resort to the Bank 
of France for loans added to the already 
excessive note issues. The limit of 41 
billion francs was illegally exceeded. 
Finally in the summer of 1926 the franc 
fell to two cents, and grave fears were 
entertained for its complete collapse. 
Then it was that the Poincaré ministry 
was placed in control of the govern- 
ment. ‘The budget was balanced; the 
decline of the franc was not only stop- 
ped but in a few months was brought up 

approximately four cents. France’s 
credit was reestablished, gold was ac- 
cumulated, and thus the way was paved 


pay yments in 
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for legal stabilization, a step finally 
taken June 25, 1928. 

Budget difficulties in France were to 
a considerable degree related to the 
questions of reparations and interallied 
debts. As long as France believed that 
the receipt of reparations from Germany 
would be sufficient in amount to cover 
all costs of restoring the devastated 
area and enough more to meet her 
debt to England and the United States, 
strenuous measures, such as were needed 
to balance the budget, were politically 
impossible. The successful functioning 
of the Dawes plan and the conclusion 
of the Mellon-Berenger debt settlement 
were important factors in bringing 
about the balancing of her budget. 
This in turn made possible the return to 
gold. 

Even without budget problems and 
war-debt settlements France would 
have had a difficult task. Devaluation 
was inevitable but it was very repug- 
nant to the French. Writing in 1924 
Professor Gide stated: ‘‘A government 
that would undertake the risk of such a 
measure (devaluation of the franc) 
could not survive, and possibly the 
Republic itself would be in danger.’ 
The French people held bonds sub- 
scribed for in gold before and during 
the War. Professor Gide’s statement 
merely reflected the opinion widely 
held that these investors would not 
submit to a loss of three-fifths or four- 
fifths of their investment. On the 
other hand, he states that the public 
was accustomed to prices three or four 
times the pre-war level. Moreover, he 
went further and granted that there 
was no expectation or desire to return 
to the old prices. The solution he pro- 
posed was to maintain the value of the 
franc by rigid limitation of the volume 


10 Young, op. cit., p. 149. 
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of note issue. He held that gold 
redemption would then be immaterial. 

The unwillingness frankly to face 
the necessity of devaluation was a 
decided bar against legal stabilization. 
But when the currency had fallen so 
low as it did in 1926, redemption of the 
franc at its nominal value would have 
been undesirable even if it had been 
practicable. Devaluation was clearly 
a harsh solution for the pre-war or 
War creditor. He loaned 19-cent 
francs; he finally received 4-cent francs. 
Even that didn’t measure the entire 
depreciation of his money, for gold 
itself had meantime fallen in value. 
But against this patent injustice of 
devaluation must be set the even 
greater evils of deflation. To have 
returned to the pre-war gold franc 
would have placed a crushing burden 
upon the national treasury. It would 
not only have ruined thousands of 
post-war debtors but would also simul- 
taneously have conferred an unjust 
advantage upon creditors who loaned 
depreciated paper. It would have en- 
tailed a long period of declining prices, 
with its train of industrial depression, 
labor conflicts and kindred evils. Res- 
toration of the nominal value was 
therefore clearly undesirable. 

The new French franc contains 65.5 
milligrams of gold, nine-tenths fine. 
This is approximately one-fifth of its 
former gold content. The new parity 
in terms of our currency is 3.92 cents. 
Prices in francs in 1929 and 1930 
averaged about six times the pre-war 
level." Had world prices remained on 
the 1913 level the French price level 
would presumably be five times what 
it was in 1913. The change in general 
prices the world over is the chief 
explanation of the difference between 
the extent of change in the gold content 





" Federal Reserce Bulletin, December, 1930, p. 802. 


of the franc and its purchasing power 
as compared to pre-war francs. 

The greatest burden of devaluation 
has fallen upon War and _ pre-war 
creditors. Pre-war internal debts were 
reduced approximately four-fifths at the 
expense of the creditors. This was 
especially significant in France because 
the French people have long been 
noted as a nation of savers. The net 
amount of French foreign investments 


was estimated at approximately 38 — 


billion francs at the outbreak of the 
War. Her public debt was over 34 
billion francs in 1914; by December 31, 
1918, it was 124 billion.’ 


Devaluation did not affect foreign. — 
security values, but economic disorder | 
in some of the debtor nations did play | 


havoc with these savings. Throughout 


the War the exchange value of the franc © 


was “pegged.” The entire 124 billion 
of public debt outstanding in 1918 was 
loaned in terms of francs worth in the 
neighborhood of 18 cents or above. 


Holders of public rentes therefore sus- — 


tained a heavy loss. Creditors of all 


classes shared the same fate. But ~ 


unjust though this admittedly was, 
it would have been economically more 


disastrous to have undertaken a return © 


to par. 

The paper money of France consisted 
of notes of the Bank of France, a private 
corporation. 


had been enabled to preserve inviolate 
because it was freed at the outbreak of 
the War from the obligation of redeem- 
ing its notes. This gold stock was very 
large and had been carried on the books 
of the Bank in terms of the old francs 


with the exception of bullion obtained be 


abroad at greater cost. When provi- 
sion was made for recoining the gold 
at its new value, the assets of the Bank 


12 Moulton and Lewis, The French Debt Problem, p. 
68. 
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re nominally increased by 16,710 
n francs. It would obviously 
have been unjust to have allowed the 
Bank’s stockholders to reap this huge 
The Bank’s depositors and note 
holders were probably entitled to share 
in any gain, since the Bank was enabled 
pay their claims in depreciated 
But the note holders or de- 
sitors as of June, 1928, were not 
titled to any greater consideration 
many others who had suffered 
currency depreciation. It was 
npracticable to reimburse all creditors 
proportion to their loss. Reduction 
public debt would benefit the 
le as a whole as taxpayers. The 
its of revaluation were accordingly 
applied to cutting downthenationaldebt. 
On May 3, 1928, the Bank’s balance 
heet contained an item of “‘advances 
the State, 23.9 billion.” By the 
of over 10 billion 75-year five 
ent bonds this was reduced to about 
14 billion on June 25. The change 
ide by the revaluation process is 
wn by the following statement.!* 


Prorits ARISING FROM REVALUATION 
(Million francs) 











f gold in PYARES:..c0c.cxcenss 14,400 
ld available abroad........ 1,815 
ver Deets tee eeeeeeees 395 
ld and silver exchange.... 100 
16,710 
bts to redeem: 
Advances to the State........ 14,000 
Gold available abroad........ 1,350 
Debtor balance of provisional 
account for exchange pur- 
ne ECT OR rt ree 210 
Deficit on revaluation of bal- 
ance of Morgan loan and of 
State Railway loans........ 150 
15,710 
' > ra;] 
ance available to transfer to 
credit of Treasury current 
OM, «is ccaseatakedeedes 1,000 
‘* The Economist, Vol. 106, p. 1336. (June 30, 
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The revaluation enabled the Bank 
to clear its balance sheet completely 
of government obligations. It was in 
an extraordinarily strong position, its 
gold holdings and accumulation of 
foreign exchange payable in gold placing 
it in a highly liquid condition. No 
stabilization loan was needed to assure 
the continuance of the gold standard. 

In fact France has accumulated gold 
on a scale which appears to constitute 
a serious international financial prob- 
lem. At the end of November, 1930, 
the gold held by the Bank of France 
and the government, amounting to 
$2,037,000,000, was second only to that 
of our own monetary gold stock. It 
was in fact almost three times that of 
England, the country third in rank. 
From June, 1928, to November, 1930, 
the gain was $g01,000,000.'4 ‘This 
brings her total gold holdings to almost 
$50 per capita, which in view of the 
income level of France appears clearly 
excessive.'® This gold concentration 
in the United States and in France has 
embarrassed other central banks and has 
tended toward world-wide credit and 
price deflation. 

The most difficult problem of the 
return to gold by the devaluation 
process was the level at which the 
currency should be stabilized. The 
pre-war units of France, Belgium, Italy 
and Greece were identical in value. 
The new units in terms of our money are 
3.92, 2.78, 5.26, and 1.3 cents, respec- 
tively. Another problem in the return 
to gold was whether the new unit should 
be given a new name or retain the 
old. In favor of the old name were 
familiarity and the great number of 
contracts expressed therein. On the 
other hand, where the old currency had 


14 Federal Reserve Bulletin, December, 1930, p. 796. 
18 Friday, David: “ French Gold and World Credit,” 
Banker’s Magazine, Nov. 1929. 
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declined to a fraction of its former value 
the new unit became undesirably small. 
The franc at less than 4 cents seems to 
us a small unit; in pre-war days no 
unit was sosmall. The Greek drachma 
at I.3 cents is even smaller. Belgium 
met the issue by creating a new coin, 
the belga, worth 13.9 cents. The Bel- 
gian franc at stabilization was worth 
2.78 cents; accordingly five Belgian 
francs were officially made redeemable 
in one belga. Austria discarded her 
old unit completely. 

To those who cherished the hope that 
the return to gold might result in 
greater simplicity and uniformity of 
currency systems, the outcome is 
disappointing. Before the War the 
countries shown in Table 1 had eight 
distinct units. The Belgian, French 
and Swiss francs were identical in 
value. Moreover the standard coins 
of Bulgaria, Finland, Greece, Italy, 
Rumania, Spain, and Serbia, although 
bearing different names, were at least 
first cousins—they had the same gold 
content. ‘Today no two are alike, and 
Spain and Yugoslavia with nominal 
par value of 19.3 cents have not yet 
achieved stabilization. The Spanish 
peseta is now (Jan. 1931) under II 
cents. When it stood at about 14 
cents in 1929, the Minister of Finance 
announced that return to parity was 
“unfortunately out of the question.” 
The new unit will presumably have an 
exchange value of from 12.1 to 12.7 
cents.” Yugoslavia, with her currency 
at less than one-tenth of its nominal 
value, will necessarily be forced to 
revalue her money. Switzerland bids 
fair to be the only country to retain the 
unit which once prevailed among the 


16 Monthly Review, Midland Bank, October-Novem- 


ber 1929, p. 2. 
17 Commercial and Financial Chronicle, November 


22, 1930, P- 3293. 
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members of the Latin Monetary Union 
and associates. 

The Scandinavian countries stil] re. 
tain a currency unit of identical value. 
The Irish Free State established jt 
unit on a par with the pound sterling, 
The monetary unit of the Free City 
of Danzig is the gulden; it is redeemable 
in gold or drafts on the Bank of England 
at the rate of 25 gulden for one pound 
sterling. Albania, another of the new 
states of Europe, is using a franc of the 
value of the pre-war franc of France and 
Belgium.'® ‘Twenty-two different units 
are now found, where, before the War, 
there were eight. 


of gol 
of the 


Never was there a better opportunity above 
to achieve greater uniformity of cur- optiol 
rency units and systems. Never was bars ¢ 
an opportunity more completely lost. Bank 
To expect an agreement upon an reden 
international unit may have been Uto- coins 
pian, but no better time could ever bullic 
have been found than while so many “sold 
currencies were in a condition of flux. tant | 


The gold standard of post-war days As 
differs from that of pre-war times in stand 
certain important respects. In the tries 
first place gold coin has not returned to gold- 
hand-to-hand circulation. In _ the that 
United States, gold coin was seldom optio 
seen in I914 except in limited areas, gold 


notably the Pacific Coast states. To- 
day paper has taken the place of gold 
universally. England had long ad- gold- 
hered to a policy of hard money for Indis 
hand-to-hand use. Her minimum - 
bank note in 1914 was five pounds; 
today it is the half-pound. The per- 
centage of the world’s monetary gold 
in circulation fluctuated from 32.3 to 
46.5 in the decade before the War. 
Estimates for 1925 are that only 5.5% 
of the world’s monetary gold was in 

18 Annual Report of the Secretary of the Treasury. 


1928, pp. 354-355. Statesman’s Year Book, 1939, 
League of Nations: Legislation on Gold, pp. 91, 214- 





19 E 
p. 261. 
201, 
to the ¢ 








‘culation. This has resulted in a 
ithdrawal of $2,300,000,000 in gold 
om circulation.” ‘This shifting 
sold from the public to the banks 
issue has added greatly to the 
eficiency of the world’s gold stock. 
Will this change in gold usage prove 
to be permanent? Careful students 
and observers of European conditions 
feel certain that it will, Moreover, 
t is desirable that it should, if further 
leflation is to be avoided. 
and A second notable change in practice, 
nits which has resulted from the withdrawal 
f gold from circulation, is the adoption 
f the gold-bullion standard. As noted 
nity bove, the Bank of England has the 
cur- ption of redeeming her notes in gold 
bars of approximately 400 ounces. The 
ost. sank of France has the choice between 
an redemption of its notes in French gold 
to- ins or in gold bullion. The “gold- 
ver bullion standard” has replaced the 
ny ‘‘sold-specie standard” in these impor- 
ux, tant countries. 
ys \s a step toward the complete gold 
in tandard, a number of European coun- 
ne tries have adopted what is called a 
t gold-exchange standard. This signifies 
he that the central banks are given the 
m ption of redeeming the gold coin, 
8, gold bullion or foreign exchange on 
0- untries possessing a free gold market. 
'd To one accustomed to the type of 
gold-exchange standard prevalent in 
India and the Philippines, this use of 





l re. | coin fr 
| 


i 


‘* Edie, Lionel D., Money, Bank Credit and Prices, 
261. 

s League of Nations, Selected Documents Submitted 
he Gold Delegation (Sept. 1930, p. 64). 
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the term “gold-exchange standard” 
is confusing. In its traditional form 
the gold-exchange standard prevails in 
countries whose money is linked with 
the gold standard of a foreign or mother 
country. Gold coin is not minted 
and, while the ultimate standard is 
gold, prices are made and business is 
transacted in a local silver currency 
which is kept stable by means of ex- 
change transactions. The ultimate 
standard of the Philippines is 11.66 
grains of pure gold (one-half of an 
American gold dollar), but this coin 
nowhere exists. ‘This is quite a differ- 
ent standard from that of Germany, 
where Reichsmarks are the money of 
account, but where the option exists of 
redeeming notes in gold coin, gold 
bars or limited classes of foreign ex- 
change. Nevertheless the term gold- 
exchange standard has been generally 
applied to countries of the latter class.”! 

Restoration of the gold standard 
does not imply that the present forms 
of gold standard are ideal. It was 
essential that the world first get out 
of the paper-money morass upon a 
solid gold basis. ‘The nations may now 
work together for the common aim of 
stabilizing gold itself. Cooperation of 
central banks has greatly facilitated 
the return to gold. Continued coopera- 
tion of these banks, supplemented by 
the leadership of the Bank for Inter- 
national Settlements, will undoubtedly 
make for greater stability of the world’s 
monetary standard. 


21 For instance, the League of Nations’ Gold Reports 
have adopted this classification. 














SILVER AND THE BUSINESS DEPRESSION 
By DICKSON H. LEAVENS 


HE fall in the price of silver during 
1930 and the first part of 1931 


attracted much attention, even at 
a time when many other commodities 
were showing spectacular drops. Some 
have pointed to this as an important 
factor in the present business depres- 
sion. For example: 


“Washington, November 24—‘A reduc- 
tion of nearly 50 per cent in the value of 
silver from its pre-war price, caused chiefly 
by Britain’s efforts to place India on a gold 
basis and the debasement of silver coins by 
other nations, has severely curtailed the 
consuming power of countries containing 
over one-half of the world’s population and 
is accentuating the present depression,’ 
Senator Pittman of Nevada said tonight 
in a radio address over the National Broad- 
casting System. 

“The Senator named China, India, 
Mexico, and the South American countries 
as among those hardest hit by the fall in the 
value of silver and argued that the situation 
faced called for concerted action by Great 
Britain, the United States, and other 
nations.”’! 


It is the purpose of this paper to 
discuss some of the factors which 
influence the price of silver, and to con- 
sider the effects of the recent drop on 
the countries mentioned above and 
the reaction on American business. 


The Supply of Silver 


The business depression and the fall 
of all commodity prices undoubtedly 
have been contributory factors to the 


1 New York Times, November 25, 1930. See also, 
John Hays Hammond in Nation’s Business, October, 
1930; Frank J. Cannon, in New York Times, January 
31, 1931; T. W. Lamont, Commercial and Financial 
Chronicle, November 22, 1930, V. 131, p. 3300; Report 
of Subcommittee of Senate Committee on Foreign 
Relations, New York Times, Feb. 12, 1931. 
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fall in silver. Nevertheless, special 
conditions increasing the supply of 
silver and reducing the potential de- 
mand for it started the decline and 
may continue to act after the present 
depression is over and other commodi- 
ties have recovered. 


Taste I. Wortp Suppry anp Consumption or 
SttvEr, 1928-1930 

(From Messrs. Handy and Harman’s Annual Reviews 
of the Silver Market) 





Millions of Fine 


























Ounces 
1928 | 1929 | 1930 
Production 

United States............. 58.4) 61.2) 50.4 
SNe 108. § 108.7/105.7 
Ge ticticccscesetens 21.9| 22.4) 26.2 
All other countries........ 68.4) 68.6) 61.4 
Total production........ 257.2 260.9|243.7 

Other Supplies 

Debasement of British 

SIG ponte re knees 5.5) 10.0 

Demonetized Coin: | 

| eR: 13.0 | 
eR rer 19.0} 10.0) 22.0 
French Indo-China...... 12.0) 20.0 


Sales by Indian Government, 22.5 35-0 29.5 


} 
| ! 











Grand total supply...... 317.2 327-9 315.2 
Consumption | 

India, net consumption... | 89.0) 81.8) 94.5 
China, net consumption... . 124.0/136.7/123.0 
EE CoO | 10.8) 12.0, 8.0 
Arts and Industries........ 39.5) 43-5) 35-5 
SE rietues+ss<asevany | 13.6 25.0 20.1 
Unecssunted.......scseese | 40.3) 28.9) 34.1 

Grand total consumption 317. 2/327.9)315.2 








The world’s production and other 
supplies of silver coming on the market 
in the last three years are shown in the 
first part of Table I. Production has 
averaged about 250,000,000 ounces, 
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is not much greater than the pre- 
maximum of 227,000,000 ounces in 
3ut the supply has been in- 
ed about 25 per cent by the addi- 
f over 60,000,000 ounces a year 
ver derived from coinage. 
(hat silver in Europe should revert 
m coinage to bullion is due ultimately 
the high price of silver during and 
the War. In many countries 
coins became more valuable as 
| than as currency. ‘To avoid the 
f losing silver coins from circula- 
to the melting pot, Great Britain 
1920 changed the fineness of her 
r coins from 0.925 or “‘sterling”’ to 
©, and began to recoin them and 
ff the surplus metal. Actually, 
r fell rapidly in price in 1920, and 
danger of the melting pot disap- 
ired. But doubtless it was argued 
if silver had gone up once, it 
go up again. Moreover, a 
| profit on seignorage was not un- 
me to impoverished treasuries, 
ther European countries, for ex- 
ple, France and Belgium, reduced 
silver content of their coins when 
stabilized their currencies. Dur- 
the early post-war years these 
tra supplies of silver were absorbed 
y, especially as all American silver 
off the market until the Pittman 
t purchases were completed in 1923. 
In 1926, however, there came the 
pect of still further supplies, when 
e Royal Commission on Indian Cur- 
ncy and Finance recommended the 
loption of a gold-bullion standard for 
India in place of the gold-exchange 
tandard, which had been considerably 
psetduringthe War. Since this change 
ild involve the replacement, to some 
tent, of hoarded rupees by gold bars 
1 of circulating rupees by increased 
te circulation, it was expected that 
es would flow back into the Trea- 


1913. 








sury and that the Indian Government 
would have to melt them and sell the 
silver. It was estimated at the time 
that this would add 10 or 15 per cent 
to the world’s annual supply over a 
period of perhaps ten years. ‘The price 
of silver dropped about 20 per cent in 
anticipation of this, but thereafter 
remained fairly steady. In 1929, how- 
ever, with Indian sales increasing and 
with the Kemmerer Commission ex- 
pected to recommend some form of 
gold standard for China, the prospects 
for silver seemed less bright, and the 
decline set in which continued through 
1930 and into 1931. The abandon- 
ment of the silver standard by French 
Indo-China in 1930 threw further sup- 
plies on the market. 

The Indian Government, from 1926 
to 1930, sold in the neighborhood of 
100,000,000 fine ounces. At the same 
time, the amount of rupee coins in the 
paper-currency reserve gradually in- 
creased from 85 crores in 1926 to over 
120 crores by the end of 1930, or 95 
crores in excess of the 25 crores recom- 
mended by the Commission as the 
ultimate maximum. The excess 95 
crores represents over 300 million ounces 
potentially ready for the market, and 
so is a strong factor against a recovery 
in price. 

It might be expected that the falling 
price would tend to reduce the supply. 
However, silver usually is found as- 
sociated with other metals, and often 
in such proportions that the silver may 
be considered a by-product of copper, 
lead, or zinc. Hence the production 





2 This subject is discussed by Joseph Kitchin in 
Vol. 3 of Appendices to the Report of the Royal Com- 
mission on Indian Currency and Finance, London, 
1926, pp. 526, ff.; by Arthur Notman, ibid., pp. 554, 
ff.; by H. A. C. Jennison, thid., pp. 561, ff.; and by 
Charles White Merrill ¢¢ al. in Economic Relations of 
Silver to other Metals in Argentiferous Ores, Economic 
Paper 10, Bureau of Mines, Washington, 1930. 
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of the white metal does not respond 
readily to changes in the price of silver 
alone, but is influenced also by the 
factors which cause changes in the 
production of the other metals. This 
is particularly true in the United States, 
where 80 per cent may be called “‘by- 
product” silver. The curtailed pro- 
duction of base metals has been reflected 
by the 20 per cent drop in United States 
silver production in 1930 shown by 
Table I. In Mexico, on the other 
hand, about 66 per cent of the silver 
comes from what are primarily silver 
mines. Such mines can be run only at 
a loss when the price is below the cost 
of production. Nevertheless, Mexican 
production for 1930 shows a drop of less 
than 3 per cent. This probably is due 
in part to the fact that some mines 
lose less by operating than by closing 
entirely, since overhead costs must be 
met in any case. In addition, the 
Mexican Government has taken action 
to prevent the closing of mines in order 
to avoid unemployment. 


Consumption of Silver 


Since the discovery of America, ap- 
proximately fifteen billion ounces of 
silver have been produced. It is im- 
possible to tell with exactness just 
what has become of all this. It is 
probable, however, that at least half 
has gone to India and China. It is 
estimated that there are in existence in 
India four or five billion ounces, of 
which perhaps a quarter is in coined 
rupees and the balance chiefly in the 
formofornaments. Mr. Eduard Kann, 
the leading authority in Shanghai on 
silver and exchange, estimates that 
there are between two and two and a 
half billion ounces in China in the form 
of coins or sycee.* The silver coinage 





3 Finance and Commerce, Shanghai, June 25, 1930, 
p- 6. 


of the rest of the world probably 
amounts to another one or two billion 
ounces. ‘The above estimates of course 
are only approximate and may be jp 
error by one or two billion ounces, 
Of the remaining six or seven billion 
ounces, some exists in the form of 
silver articles in western countries, and 
some has disappeared from view, for 
example, by loss in shipwrecks or by 
use in chemical compounds. 

For recent years fairly reliable figures 
are available, and show that since 1890 
India has absorbed over two and a 
half billion ounces and China over a 
billion ounces, thus together taking 
nearly one-half of the world’s produc- 
tion during that period. For the last 
three years, as shown by the last 
section of Table I, they have taken 
well over 200,000,000 ounces per year, 
or 80 per cent of the production. Thus 
they are by far the most important 
factors in the silver market, and will be 
considered separately below. 

The rest of the silver goes into manu- 
factures and into the coinage of western 
nations. The consumption by silver- 
smiths is hardly capable of great 
expansion, because silverware must 
compete with many other luxuries. 
The motion-picture and photographic 
industries are important users of silver 
nitrate, but much of the silver so used 
is reclaimable from hypo solution or 
from scrapped film, so that their net 
consumption of new silver is estimated 
in the neighborhood of only 12,000,000 
ounces per year. 

The demand for silver for coinage 
is limited to the amount needed to 
supply an increasing population with 
pocket money, or at times to adjust 
the currency circulation to a higher 
level of retail prices. In some coun- 
tries, the law definitely limits the 
amount of silver coinage; in others, as 
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‘n the United States, there is no definite 
but the requirement that silver 
‘ns must be redeemable in other 

currency prevents the Treasury from 

viding more than are needed for the 
nvenience of the people. Since the 

War, in many countries the old silver 

coinage has been replaced, as stated 

above, by silver of lower fineness, or 
by aluminum, nickel, or paper currency. 

\Ithough there are some arguments 
gainst the use of these, it is not likely 

governments will replace these 
cheap forms of currency by coins of 
silver content. 


India and Silver 


In India, habits of hoarding the 
precious metals, inherited from cen- 
turies of disturbed conditions, have 
persisted under the more peaceful Brit- 
ish rule. Religious and marriage cus- 

ms involve the use of gold or silver 
rnaments for the dowry of a bride, 
and later savings may go into the same 

rm. These ornaments are acquired 
part from custom and motives of 
lisplay and emulation, and in part as a 
re of value. The Indian ryot also 
es silver rupees, and if he can afford 
it, gold sovereigns. Ornaments and 
ins together usually are referred to as 
ards, but there is a distinct differ- 
ence. The coins will be used first in 
time of need like the savings deposit 

t an American family; it will require 
a serious emergency to cause the sale 
i the ornaments, just as it would to 


4 


cause an American family to sell its 


Prior to 1873, when gold and silver 
were relatively stable in value, orna- 
ments or coins of either metal were an 
nchanging store of value. From 1873 
1893, with the price of silver falling 
nd India on a silver standard, rupees 
| silver ornaments were interchange- 


err eT 


able, because the former could be melted 
up into ornaments, or the latter could 
be exchanged for rupees at the mint. 
Gold ornaments or coins meanwhile 
were appreciating in their rupee value. 
With the closing of the mints to the 
free coinage of silver in 1893 and the 
stabilization of the rupee within the next 
few years on a gold-exchange basis, 
gold became a stable store of value, 
as did also rupee coins. Silver orna- 
ments became of fluctuating value. 
Nevertheless they continued to be 
purchased. In years of favorable har- 
vest, ornaments and rupees flowed into 
hoards; the prospects of the monsoon 
were one of the chief factors in the 
world’s silvermarket. In famine years, 
not so much was absorbed, many had 
to draw on their stores of coin, and 
some, as a last resort, on their orna- 
ments. In spite of famines, there was 
a net import of silver every year, 
seldom less than 25,000,000 ounces. 
A falling price of silver did not seem to 
check this import. For example, the 
net imports of silver increased from 
45,000,000 ounces for the year ending 
March 31, 1893, to 54,000,000 ounces 
for the following year; and from 81,800,- 
000 ounces in 1929 to 94,500,000 ounces 
in 1930, in both instances when silver 
was falling sharply in price. In 1930, 
the government kept the internal price 
about 25 per cent above the world level 
by the imposition of an import duty of 
4 annas (about 9 cents) per ounce, but 
this action affected only the level of the 
price, not its downward movement. 
For a generation, therefore, the In- 
dian people have been accustomed to 
silver as a commodity with a variable 
price in terms of rupees. They have 
been able (except during the abnormal 
wartime years) to buy with a rupee 
silver weighing considerably more than 
the coin, and they have bought it, 
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in spite of its constantly fluctuating 
price. The ryot knows that if it should 
ever become necessary to sell an orna- 
ment he may realize more or fewer 
rupees than the cost. Nevertheless, 
an ornament is an ornament; custom 
requires him to buy them for his women- 
folk and to keep them if he possibly 
can, so he probably does not think 
much about the possible future necessity 
of selling. Ornaments will not come 
on the market except in case of neces- 
sity, and then it will be regardless of 
the price of silver. On the other hand, 
when silver is cheap it seems to be a 
splendid opportunity to get ornaments 
at a bargain price. Whether silver 
really is a bargain now, no one knows; 
but if the Indian ryot thinks it is, he 
will buy, just as did some Americans 
at the end of 1929 who thought stocks 
were a bargain.‘ 

It would appear, therefore, that there 
is little justification for statements 
like that quoted at the beginning of this 
article, to the effect that Indian pur- 
chasing power is severely affected by 
the low price of silver. For over thirty 
years the rupee has been stabilized 
in its relation to the gold currency of 
Great Britain, except for a few years 
during and after the War. All the 


current income and expenditure of the 





4 The above discussion of the status of silver orna- 
ments is based on evidence given before the Royal 
Commission on Indian Currency and Finance, meet- 
ing in 1925-26. References are to the Minutes of 
Evidence taken before the above Commission, Lon- 
don, 1926. For example, Sir Basil Blackett, K. C. B., 
Finance Member of the Viceroy’s Council, when 
asked if a fall in the price of silver would not throw 
large amounts on the market, replied (Q. 525): “I 
think the tendency would probably be the other way. 
If the effect of the Government of India’s decision was 
to reduce prices of silver in India and all over the 
world very materially, the demand for silver would 
probably increase owing to its cheapness.” For other 
evidence by English and Indian witnesses see Q. 906, 
1421-23, 2798, 4544-45, 5425, 6506-07, 7957, 8316-25, 
9212-16, 13530-31, and other references to “‘ Hoard- 
ing” in the Index. 
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people are in rupees, and hence ep. 
tirely unaffected by the price of silver. 
The same is true of the purchasing 
power of any hoarded rupees, gold coins, 
or gold ornaments. Only silver orna. 
ments are affected, and only a small 
amount of such silver comes on the mar. 
ket in any normal year. 

In contrast to American remarks 
about the effect of low silver prices on 
India, the English financial press at 
home and in India has shown com- 
paratively little concern. The Statisi 
had only two or three articles on silver 
during 1930, and these were devoted 
chiefly to the effect on China. In 
Commerce, a Calcutta weekly publica- 
tion, on January 18, 1930, the editor, 
in commenting on the effects on China 
of the fall in the price of silver, said: 
“Apart from the dealers in bullion 
and the banks with which stocks are 
hypothecated, India need not be dis- 
concerted by the fall in market values 
[of silver].” 

Even statements by Indian Chanm- 
bers of Commerce, although they men- 
tion the depreciation of the value of 
hoarded silver, are more concerned with 
criticizing the Government for having 
stabilized the rupee at 1 s. 6 d. instead 
of at the pre-war rate of 1s. 4d. For 
example: 
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“Mr. Nalini Ranjan Sarker, while pre- 
siding at the annual meeting of the Bengal 
National Chamber of Commerce last 
week, described India’s trade and industry 
in 1929 in three short but by no means 
sweet words, ‘Gloomy all round.’ 

““Mr. Sarker has not the slightest doubt 
in his mind that the rot in our economic 
system is due entirely to the unsound, un- 
scientific, and unsatisfactory policy of the 
government in regard to currency, credit, 
finance, and exchange—and also due to the 
failure on the part of the government to 
realize their duty to the trade and industry 
of the country. 

“With the stabilization of exchange at 


5 Cor 


200. 
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higher rate [1 s. 6 d.] the gold value of 


1 sd Indian commodities has increased, par- 
Silver. Jarly in regard to those commodities 
lasing § which are produced by other countries also, 
Coins, Me resulting in a gradual ejection of the Indian 
Orna- fe products from the old markets within the 
small last two years and over. Indian tea is 
ar being steadily driven out by Java and 
ae Sumatra: Burma rice by Siam and Indo- 
China: Indian cotton has a chance in over- 

narks centres only when it is below parity 
es on \merican cotton; and soon. Even in 
$6 - regard to staples, like jute, in which India 
ay as a monopoly, the price realized by 
anery .griculturists is far lower. In other words, 
tatist .e higher ratio and the resultant increase 
silver a the gold value of India’s commodities to 
oted -as consumers have helped other 


Lp intries in capturing the markets in which 
i lian exports had a firm and profitable 
»; and if, in spite of this, the total 
<port figure is still higher in value than in 
ina previous years, it is mainly because of the 
far larger increase in quantity. It 


Ein be safely said that the margin of 
iV/l nd . 
to the producers, be it of raw produce 
- unufactured goods, has sunk to a low 
cls- level since the enthronement of the higher 
lues ratio. This means that the consuming 
wer of the masses has been reduced. 
o-. \t is, our imports also must likewise de- 
*A ne, and the domestic industries must find 
—_ mselves faced with a narrowing con- 
; Ol imers’ market. Industries suffer as a 
ith nsequence.”’§ 
ing mee 
7 from the above, and similar state- 
ead pe ; 
For made in India during 1930, 
ppears that Indian trade was more 
fected by the appreciated value of 
yre- the rupee, as compared with the pre- 
gal war I s. 4 d. rate, than by the alleged 
ast preciation in purchasing power of 
try a ae . : 
om irded silver. Indian imports for 


- eight months, April to November, 
ibt 1930, were about 30 per cent less in 
nic than for the corresponding period 
in- i 1929. The above factor of the 
gher rupee rate, the general depres- 
he n, the lower level of commodity 
to prices, and the boycott of British 


* Commerce, Calcutta, February 1, 1930, Vol. 40, p. 
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goods by Gandhi’s followers are ample 
reasons to account for this decrease 
without bringing in the fall in the price 
of silver. 


Mexico and South America 


The depreciation of Mexican cur- 
rency has been noted in the newspapers 
in recent months, and has been as- 
cribed to the low price of silver. Actu- 
ally, Mexico, nominally on a gold 
standard, has not had sufficient gold 
reserve or government credit to main- 
tain her token silver coins at a parity 
with gold, and they have depreciated. 
The low price of silver has been only 


Taste II. Some Items or American ForeEIcGn 
TRADE, 1929 AND 1930 
(From U. S. Department of Commerce, Monthly 
Summary of Foreign Commerce of the United 
States, December, 1930) 





1929 1930 | Change 





(in thousands of dollars) 








| | 
Total emparts...6soc0ces 15,157,083|3,781,828| —27% 





Exports to British India.| 55,360 45,196, —18% 
eats to China and 
° 





agmong, eaeccwwel 143,730| 106,371) —26% 

Exports to Mexico...... | 133,863) 116,214] —13% 
‘ } | 

Total imports. ....c.cs 14,399,361/3,061,091| —30% 





ers |} 149,332 a0G.207) —31% 


—38% 
—32% 


ongkong........... | 177,898) 110,472 
Imports from Mexico. . .| 117,738 80,293 





PrincipaL Exports (AMouNTING TO More THAN 
70 Per Cent or Tora) To Cuina, ARRANGED 
IN OrDER oF VALUE IN 1929 





Change from 1929 to 











1930 
In | In 

Quantity | Value 
REE a +40 % — 5% 
ECE TE TCT cs —21% —34% 
SE eee ee —23% — 36% 
RT POO, ccictanvscoarecs +10 % + 2% 
ee pias eidrdnd wary 8d ae —72% —75% 
, 0 SE eee —47% — 46% 
a —33% —52% 
ee +-32% 0% 
NS RRP rr ee —19% —28% 
Motor trucks and buses.... —45% | —52% 
Lubricating greases............ —20% | —31% 
Passenger cars.............022--| —§8% | —54% 
5 he EAR a ee ae +35% | — 9% 
TE CD vcs ccacucesesees — 9% | —28% 
SE OS 65 bc ccc unsdnces +15% | —17% 
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a sympathetic factor in this deprecia- 
tion, which might have occurred with 
silver at higher levels. 

As the world’s leading producer of 
silver, which forms about 20 per cent 
of her total exports, Mexico is affected 
by the low price, and it might be 
expected that her purchasing power for 
imports would be decreased. However, 
as shown by Table II, American ex- 
ports to Mexico fell off only 13 per 
cent in 1930, as compared with 27 
per cent for our total exports. 

South American countries all have 
their currencies actually or nominally 
related to gold, using silver only for 
token coins. Therefore their exchange 
rates on gold-standard countries and 
their purchasing power are unaffected 
by changes in the price of silver. Peru 
is the only important producer of 
silver, which in turn forms but a small 
part of her exports. 


China and Silver 


China is the only country of impor- 
tance remaining on the silver standard 
and thus is directly affected by the 
price of silver as India is not. A falling 
price of silver means increasing prices 
of all imported goods. The Shanghai 
index number of import prices, issued 
by the National Tariff Commission, 
(base: 1913 = 100) rose from 186.5 
in January, 1930, to 218.3 in August, 
and to 219.5 in December. This 
net rise of 18 per cent was not so great 
as the fall in the price of silver, which 
amounted to about 35 per cent during 
the same period, because of the com- 
pensatory fall in the gold prices of 
many commodities. In the case of 
some raw materials this probably fully 
balanced the fallin silver. Consumers’ 
goods, on the other hand, rose con- 
siderably in price, so that buying 
undoubtedly was affected. 


Since Chinese customs statistics {o; 
1930 are not yet available, it is neces. 
sary to rely on figures of Americay 
Trade with China, as shown in Table]. 
These indicate that total American 
exports to China have fallen off even 
less than has our export trade a; 
a whole. In the case of some com. 
modities, such as raw cotton, wheat, 
gasoline, refined copper, and leaf to- 
bacco, the physical quantities actually 
increased. Cigarettes, Douglas fir, tin 
plate, and motor vehicles do show 
large decreases, but the decrease in 
value of all exports to China is only 26 
per cent as compared with 27 per cent 
for our exports to all countries. Thus, 
China’s purchases from us have not de- 


creased more than those of other coun- _ 


tries and cannot be singled out as an 
important factor in the 1930 depression. 
Nor can the decrease be laid wholly 
to the low price of silver. Largely 
increased import duties came into e/- 
fect on February 1, 1930; and internal 
disturbances continued throughout the 
year. Even if our whole export trade 
to China should vanish, it could hardly 
be fatal to American prosperity, since 
it represents less than 3 per cent of 
total exports, which in turn are only a 
few per cent of the total national 
production. 

Our imports from China consist 
largely of raw materials, such as raw 
silk, wood, oil, cotton, wool, furs, skins, 
and hides. It was to be expected that 
the quantity of such imports would 
fall off in a year of depression like 1930. 
Part of the decrease in dollar values 
is due to the lower price level. When 
the demand for these products revives, 
the low price of silver should tend to 
make China a favorable market in 
which to buy. 

In spite of violent fluctuations in the 
price of silver during the past fifty 
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;. Chinese foreign trade has shown 
uninterrupted increase when 
ured in silver. When measured 
cold, the increase has been slower 
more interrupted, especially at 
falling silver prices like the 
Nevertheless, Chinese trade 
adjusted itself to low silver before, 
and probably can do it again in a 
easonable time. As pointed out by 
Remer,® imports from 1885 to 1913 
ved a remarkable growth, quite 
trary to what would be expected 
theoretical considerations about 
the effect of a falling silver price, be- 
cause of the economic development of 
the country. Notwithstanding the po- 
litical disturbances of the last twenty 
years, this development has continued. 
For example, there has been a very 
satisfactory amount of road building 
accomplished in the last few years. 
This not only means a market for more 
gasoline and more motor cars, whose 
peration for carrying passengers and 
freight is so profitable as to be able to 
nd high costs, but also, by the im- 
provement of communications, opens 
up new areas to trade. 
rhe recent rapid fall in the price of 
iver of course has upset foreign trade 
in China greatly, and a continued low 
price may operate to make impossible 
the importation of some commodities 
tor which the market will not stand 
increased prices. Moreover it is not 
that China’s imports from 
Japan and Great Britain may have 
fallen off more than those from Amer- 
ica. However, in view of the great 
potentialities of economic development 
in China, it seems probable that foreign 
trade as a whole should eventually be 


+ 
( A 


*C. F. Remer, “International Trade between Gold 
and Silver Standard Countries: China, 1885-1913,” 
Yuarterly Journal of Economics, 1926, Vol. 40, pp. §97- 
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able to become adjusted, if necessary, to 
a low silver price. 

The Government of China is affected 
by the low price of silver in meeting the 
service of its foreign loans. The 
amount needed for principal and inter- 
est in 1931 is estimated by Mr. Eduard 
Kann’ at £7,278,000 for loans the ser- 
vice of which is expected to be met. 
Of this amount, £5,042,000 is secured 
on the Customs revenue. Since China 
early in 1930 began to collect import 
duties on a gold basis, the exchange 
factor is compensated for to some 
extent, although, of course, a decrease 
of the gold value of imports will 
decrease the revenue. The low price 
of silver makes further foreign loans 
inadvisable, but the Nanking Govern- 
ment has shown no desire to make 
foreign loans, and has been remarkably 
successful in floating loans in China. 
Since 1927 these have totalled 592,000,- 
000 Chinese dollars, or very nearly 
as much as the amount floated 
from 1915 to 1927 by the Peking 
Government.® 


Summary and Conclusion 


The decline in the price of silver from 
1929 to 1931 has been partly in sym- 
pathy with the movement of the general 
price level. An important cause, how- 
ever, has been sales of demonetized 
silver which have added about 25 per 
cent to the current supply. Moreover, 
the large stocks potentially salable by 
the Indian Government, and the Kem- 
merer Commission’s recommendation 
of a gold standard for China, have 
prevented any optimism about the 
future price. 

The currency of India is on a gold- 
7 Finance and Commerce, Shanghai, January 7, 1931, 


p.13. 
8 Finance and Commerce, Shanghai, December 31, 


1930, p. 8. 
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bullion standard, with a circulation of 
notes and silver rupees, and although 
India contains large quantities of silver 
ornaments, these are not likely to come 
on the market in any great amount, so 
that the purchasing power of Indiais not 
greatly affected by the low price of silver. 
There are other causes ample to explain 
the falling-off of India’s imports in 1930. 

The low price of silver has had a 
sympathetic effect on Mexico’s cur- 
rency, which has depreciated primarily 
because the Government has not been 
able to maintain the silver token coins 
at parity with gold. Mexico also has 
been affected as a producer of silver. 
Nevertheless, American exports to 
Mexico have decreased much less than 
our exports as a whole. 

The purchasing power of China has 
been seriously affected by the low price 
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of silver. In spite of this, American 
exports to China have fallen off even 
less than our total exports, and jp 
any case form only a small fraction of 
the total. Judging from the history 
of Chinese trade, it seems probable 
that it will ultimately adjust itself to 
any level of silver prices, even though 
the process may be hard on the trade 
in some commodities. 
It would seem, therefore that spec- 
tacular as the fall of silver has been, it 
has not been a very important factor 
in decreasing the purchases of other 
countries from the United States during 
1930. It cannot be considered as a a 
. , nighest 

cause of the business depression, nor ps 

would a recovery in the price be either (3) 
a necessary or a sufficient condition characti 
for the return of prosperity in the higher : 
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ne By MALCOLM P. McNAIR 

able ‘ , : , , p 

If t N the first installment of this figures, it cannot be said with a cer- 

al article, published in the Harvarp tainty that site rents have increased 

sods Business Reviewfor January,1931, during recent years. The experience 
j data collected by the Harvard Bureau of those engaged in real-estate opera- 

aan Business Research were cited to tions in many large cities, however, 

. 3 w the following trends and relations: gives support to the presumption that 

ctor 1) Department store rentals are absorb- there has been an se the rents 

thes ap an increasingly large percentage of net of sites used for retail purposes. So 

or far as department stores are concerned, 

- 2 Rental expense percentages are any increase in site rent during recent 

a est for the large stores in the large years may reflect simply a delayed 

ther 3) Higher rentals per square foot readjustment of rentals to the growth 

eine characteristically are accompanied by Of department store sales and profits 


- sales per square foot, higher gross 
gin percentages, faster rates of stock- 
higher total expense ratios, and higher 


Hts 


4) Higher rent per square foot is accom- 
by higher rent as a percentage of 


' A 
é 


DAICS 


It was seen that these data in general 
led to bear out the orthodox theory 
ban site rent; and in themselves 
afforded no grounds for supposing 
landlords are likely in the near 
to secure in the form of rent a 
r part of the net return earned by 
irtment stores occupying the most 

y valued sites. 
lhe question still remains, however, 
whether any long-run significance at- 
hes to the fact that rentals, for the 
stores at least, apparently are 
> increase during a period when 
rofits and net gains are decreasing. 
me part these increases in the 
figures are possibly attributable 
reases in taxation or to interest 
recent additions to physical plant. 
ecause of the impossibility of disentan- 
gling the several elements included in 
t department store rent expense 
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during the period from 1918 to 1926. 
Because of the existence of many long- 
term leases it is inevitable that there 
should be some lag between a period of 
department store prosperity and an 
advance in department store site rents. 


Are There Any External Causes That 
May Increase Department Store 
Rentals? 


If there are any other causes leading 
to a rise in department store site rents 
during a time when department store 
net gains apparently are shrinking, 
they must be looked for outside the 
department store field. Speculation 
as to some possible outside causes may 
not be inappropriate. 

In the first place, competition for 
sites in the downtown retail trading 
areas is not merely among the operators 


1 Department stores suffered relatively little during 
the depression of 1921, apparently because they were 
buoyed up by the tide of a sharply rising secular 
trend. Among the causes of this rising secular trend, 
it may be conjectured, were the extension of urban 
transportation facilities and the increased use of 
automobiles, resulting in a shift of purchasing from 
smaller towns and cities to larger cities within a 
convenient day’s journey. 
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of department stores and large specialty 
stores, but increasingly in recent years 
includes the operators of chain stores. 
Unfortunately there are at present no 
comprehensive data on chain store 
operations comparable to the figures 
that have been cited for department 
stores. Nevertheless, the testimony 
of those engaged in real-estate opera- 
tions in nearly all large cities has 
indicated that chain store organiza- 
tions are paying exceptionally high 
rentals. 


Chain Store Rentals 


In the city of Chicago, for instance, 
an organization operating a chain of 
men’s clothing and furnishing stores 
about two years ago leased a building 
on a principal retail street at a rental 
cost amounting to approximately $6.11 
per square foot, and bearing a ratio of 
11.7% to a rather liberal estimate 
of the sales volume now being obtained 
on that site.2_ Another men’s clothing 
chain with a store in the same locality 
incurs a total rental expense of slightly 
over $5 per square foot, amounting to 
about 12% of the maximum estimated 
sales volume. In the same district 
a variety chain organization incurs 
total rental costs of approximately 
$4.50 per square foot, amounting 
to about 14% of net sales. Another 
chain selling primarily women’s gar- 
ments has two stores in the same city, 
paying a total of over $21 per square 
foot for one of these stores and $6 
per square foot for the other; in each 
instance these rental costs are approxi- 
mately 10% of net sales. In the same 
city a drug chain occupies a corner 
store, 37 X 120 feet, with a balcony 


2 These instances are furnished through the cour- 
tesy of Mr. Frank S. Slosson of the real-estate firm of 
Hooker and Slosson, 140 South Dearborn Street, 
Chicago, Illinois. 
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and with stock and storage space jy 
the sub-basement. The lease of this 
store runs 13 years from May 1, 1930, 
with an annual rental of $115,000, 
and the annual sales of the stor 
are estimated as being slightly iy 





excess of $600,000. In this particular ae 
instance it is stated that severe compe. Riera 
tition has considerably reduced sales b&w 
volume below the estimated potential Metrog 
figu res. at 
Most chain store organizations are Desens 
reputed to pay careful attention to ae 
all factors affecting the profitableness oy 
of a proposed store site before entering Sally F 
on a lease, and it is certain that the Af 
conditions of their operation provide Diasio 
them with excellent criteria for making Schill ( 
such judgments. Nevertheless, the | Waise 
competitive scramble for favorable loca- ies 
tions, due to the rapid expansion of Pet 
chain stores during the last half-dozen [S44 
years, may well have resulted in leases | =##"*sst 
on certain sites at figures that will - 
preclude the possibility of profit from 
those sites within any reasonable period chains 
of time. all are 
' a subs 
Chain Store Profits town 
But even if these instances are quite Table 
exceptional and notably above normal sales, 
figures, they give an indication of net pi 
substantially higher levels of rent ex- assets. 
pense among certain types of chain taxes) 
stores than any that are now typical In) 
of department stores. At this juncture repres 
the question naturally arises as to ceptec 
whether chain stores of the type that fore, 
apparently are seeking locations i figure: 
downtown retail shopping districts are ness F 
more or less profitable than department that i 
stores. Again, thoroughly satisfactory Since 
and comprehensive data are lacking. as to 
From Chain Store Statistics, 1929 edi store 
tion, prepared by Merrill, Lynch & Table 
Company, the figures in Table 8 have (after 


been computed for the year 1928. The 
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Taste 8. Cuain Store Sratistics * 
ace in (1928 Figures) 
of his | | | ° 
_ po | weet Prose | sitio, | | Net okt 
102 ‘ No. 0 | et Profit | et Profit | 
ee 730, Name | Stores | Sales (after Taxes)f | (after Taxes)| Total Assets we Fe 
15,000, | to Sales | Assets 
> store ) 
| | | 
tly 1D 5 and 10 Cent Stores | | 
f “ PR. W. Woolworth......-.seceesees 1,725 |$287,318,719 ($35,385,606 12.31% /$153,516,074 23.05% 
ticular S. S. Kresge....sscccccccccccseces 506 147,465,447 | 15,642,853 | 10.61% 100,657,421 | 15.54% 
é S, H. Kress. .-.+++++++eseeeeerers 193 65,054,037 | 5,627,701 8.65% 32,227,555 17.40% 
-Ompe- McCrory Stores (c0neeteseeaeeeeet 228 41,105,324 3,120,995 7.59% 36,766,687 8.49% 
. T. MeeOMG, ncnvicicnnphmawecs 210 | 20,609,366 1,456,939 | 7.07% 13,930,011 10.46% 
] Sales P. & W Grand......esereeeceeves 8r | 17,159,585 1,174,915 6.84% 8,488,448} 13.84% 

<i McLellan StoreS......-cecescecess 150 | 13,939,373 939,007 6.73% 7,710,721 12.18% 

tential Metropolitad....scessccedsvessese 109 | 13,512,704 798,095 5.90% 8,577,701 9.30% 
G . Mu irphy. Paper erry Pre re ee | 133 12,118,188 | 670,680 5.53% 6,835,475 9.81% 
J r BrotherS.......scccscceees 35 10,292,130 | 779,698 7.58% 5,130,943 15.20% 
Ise a6 CEE. ci cctsnns aren eearaws | 31 | 6,657,219 | 424,848 6.38% | 4,012,742 10.59% 

Ns are Department Stores (A pparel) 

; j. C. Penney Company.....-+-++--| 1,023 | 176,698,989 10,588,971 5.99% | 49,304,176 21.48% 

ion to W. T. Goeth, cc cscccstcssssscnasel 221 | 55,690,784 | 2,759,750 4:95% | 16,890,343 16.34% 
Oppenheim Collins.......-..seee0% | 7 | 20,076,635 1,528,387 | 7.61% | I1,749,154 13.01% 

sleness , Bryant, ERC. ccccccsseseseees | 19 | 13,500,000§ | 800,000§ | 5.92% | 4,139,591] 19.33% 

: pag > tee 98 | 12,104,191 | 770,847 6.36% | 5,548,047 13.89% 
itering 20 2,906,940 | 264,396 9.09% | 863,354 30.62% 
at the 410 22,552,353 | 1,657,139 71-34% | 10,035,797 | 16.51% 

y 317 19,498,819 | 857,346 4-39% | aoe | 6.41% 
rovide 55 | Not available SREEE lenevks sizes ,941,924 14.89% 

. 85 7,159,816 31,191 43% | :: 707,944 1.13% 
laking 85 5,364,922 | 294,339 5-48 % | 2,498,151] | 11.78% 
the 232 31,389,313 2,752,424 8.77% | 15,203,412 18.10% 

| | ” “ 

82 11,342,604 | 744,529 | 6.56% | 5,490,155 13.56% 
e loca- 
on of * Tables 1-7 appear in the first installment of this article. 
liens t T hese figures are substantially equivalent to the Harvard Bureau figures for Net Gain, except that income taxes have 

n een jucted. 

dozen t § ibsidiary companies own real estate and other assets having book value of $6,033,198, subject to long-term indebtedness 
leases .ggregating $3,839,000. 

aaa pe stimated. 

t wil is of November 30, 1928. 
, q Af ter Financing. 
from 
deriod chains represented in this compilation ratio is, of course, lower than would 
} , ° . 
ill are of the type that seek to locate be the ratio of net gain to net worth, 
a substantial number of stores in down- corresponding to the figures previously 
wn shopping districts. ‘The data in cited for department stores. Yet it is 
quite || Table 8 show the number of stores, noteworthy that this ratio of net profit 
rma! sales, net profit (after taxes), ratio of (after taxes) to total assets for chain 
n of net profit (after taxes) to sales, total stores, as shown in Table 8, is in a 
t er assets, and ratio of net profit (after great majority of instances substan- 
chain taxes) to total assets. tially higher than the typical ratios of 
pical In this table the net profit figures net gain to net worth for department 
cture represent profits in the generally ac- stores in 1928. The relatively high 
s tc cepted business sense and are, there- rate of return on capital in chain 
that fore, substantially equivalent to the stores as indicated by these figures 
$ in figures of the Harvard Bureau of Busi- and the high rents that apparently are 
5 are ness Research for total net gain, except being paid by some chain stores to 
nent that income taxes have been deducted. obtain choice locations are at least 
‘tory Since no adequate data were available partly in accordance with Marshall’s 
cing. as to the net worth of these chain statement, as follows: 
edl- Store Dp Ss] 2Ssse j ° ° ‘ 
a abl bu inesses, the last column in Prices are low in some very highly 
ae able 8 shows the ratio of net profit rented shops, because their doors are 
nave alter taxes) to total assets. This passed by great numbers of people who 
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cannot afford to pay high prices for the 
gratification of their fancy; and the shop- 
keeper knows that he must sell cheaply, or 
not sell at all. He has to be content with a 
low rate of profit each time he turns over 
his capital. But, as the wants of his 
customers are simple, he need not keep a 
large stock of goods; and he can turn over 
his capital many times a year. So his 
annual net profits are very great, and he is 
willing to pay a very high rent for the 
situation in which they can be earned.? 


It is worth remarking, however, that 
the relatively high ratios of net profit 
(after taxes) to sales for these chain 
store organizations, as shown in Table 
8, in comparison with corresponding 
figures for department stores, distinctly 
do not bear out Marshall’s statement, 
“He has to be content with a low rate 
of profit each time he turns over 
his capital.” These figures for chain 
stores, nevertheless, are in accordance 
with the general experience of the 
Harvard Bureau of Business Research 
that in all lines of retail trade profits 
as a percentage of sales as well as profits 
as a percentage of invested capital are 
highest for the firms with the greatest 
rapidity of stock-turn. This apparent 
contradiction of accepted theory sug- 
gests lines of inquiry which are beyond 
the scope of this paper. 

The chain store data which have been 
cited are admittedly imperfect; and 
even if the inadequate character of the 
data be waived, there is no clear 
indication that for a given site a land- 
lord can obtain a higher rental return 
from a chain store organization than 
from a department store. A variety 
chain store commonly uses only one, 
two, or at the most three floors for 
selling purposes. Some space is needed 
for reserve stock, but apparently a 
building of four or five stories and a 





* Alfred Marshall, Principles of Economics, 8th ed., 
Pp. 452. 


basement admirably serves for chain 
store purposes. The department store 
utilizes more floors for selling purposes: 
but it is not clear whether the return 
from sales on these upper floors yields 
a margin above interest on the plant 
investment sufficient to give the land. 
lord a higher return from the depart. 
ment store than from the chain store. 
Some real-estate operators hold the 
distinct opinion that it does not. 

If there are some chain store organi- 
zations seeking sites in downtown shop- 
ping districts which are able to pay 
for these sites higher rentals than 
department stores can now afford, it 
is reasonable to suppose that these 
chains are able to earn higher returns 
on these sites and therefore to pay 
higher rents primarily by virtue of 
being a more efficient means of dis- 
tributing certain types of merchandise 
than are department stores. Particu- 
larly, their advantages over depart- 
ment stores may be reflected in their 
ability to attain substantially higher 
rates of stock-turn. It would not be 
safe, however, to jump to the con- 
clusion that chain stores will, in the 
near future, displace department stores 
in downtown retail shopping districts. 
One of the principal reasons why these 
sites are considered highly desirable 
for chain stores is the fact that depart- 
ment stores regularly attract large 
throngs of customers to these locations. 
If department stores were to disappear 
from State Street, Chicago, Fifth Ave- 
nue, New York City, and Washington 
Street, Boston, it is to be doubted 
whether locations on these streets would 
continue to be prized so highly by 
chain stores as they now are. 


Competition of Other Uses for Urban 
Sites 
In speculating further as to possible 
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external causes of higher site rents for 
jepartment stores, cognizance perhaps 
-hould be taken of the possibility that 
mpetition for sites in retail trading 
areas may not be merely among various 
types of retail store operators, but may 
also embrace those who wish to erect 
buildings for purposes other than retail 
operation. It is perhaps signifi- 
cant that the typical tall building in a 
large city is the office building and not 
the department store. The skyscrapers 
f 30, 40, or 50 stories seem to have no 
relative difficulty in renting their higher 
fices. On the other hand, it is a 
well-known fact that most department 
res find difficulty in inducing cus- 
mers to go higher than the roth or 
12th floor for the purchase of merchan- 
In fact, there are comparatively 

w stores that can sell effectively above 
8th or gth floor. This condition 
ems to persist in spite of improve- 
nts in internal store transportation 
tems, such as escalators, express 
levators, and the like. Consequently, 
large department stores tend to occupy 
fairly extensive ground areas as com- 
pared with large office buildings. In 
her words, the department store has a 
distinctly low margin of building as 
mpared with the office building; the 
tore quickly reaches the point where 
is more profitable to pay the extra 

st of land required for extending the 
ite than to add several more floors to 
the building. Furthermore, the same 
requirements of central location and 


ease of access from urban transporta- 


tion systems apply equally to depart- 
ment stores and to office buildings. 
hus, it seems to be at least a plausible 
line of reasoning that in the long run a 
given site in a downtown district of a 
large city may have a greater possibility 


£ 


of commanding a high rental if used 


an office building than if used 
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for a department store. Examination 
of data on land values in several large 
cities, however, indicates that such a 
condition has not yet been reached.‘ 
In Boston, for instance, the highest 
land values are on Tremont Street at 
the corners of Winter Street and Temple 
Place; these are predominantly spe- 
cialty store locations. The next high- 
est valuations are at Washington Street 
and Summer Street, and at Washington 
Street and Avon Street, which are 
predominantly department store loca- 
tions. At the corner of Washington 
Street and State Street, however, in 
the financial section, there are some 
valuations nearly as high as those at 
Washington Street and Summer Street. 
In New York City it is true that the 
highest land values are found on Wall 
Street, where some locations have 
changed hands at figures as high as 
$600 to $800 per square foot; whereas 
sites in the best retail locations on 
Fifth Avenue, between 34th Street and 
42d Street, are for the most part not 
valued at figures above $500 per square 
foot. The situation in New York is, 
of course, unique because of the extra- 
ordinary concentration in that city of 
the financial and managerial functions 
of the nation’s business. 

As previously indicated, the chain 
store has an even lower margin of 
building than the department store. 
Such enterprises, however, can quite 
feasibly use the first two or three 
floors of a building whose upper floors 
are used for office purposes. Whether 
this possibility also is open to depart- 
ment stores seems more debatable. 
At least one experiment in this direction 
is being undertaken, in Cincinnati, 
where the Mabley & Carew Company, 





4Data furnished by Mr. Frank D. Washburn, 
Associate Professor of Real Estate Management, 
Harvard Graduate School of Business Administration. 
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a departmentized specialty store, has 
moved from its former location to 
occupy the first five floors of a 48-story 
office building. 


Changing Urban Conditions 


There are other factors to be taken 
into account. ‘The increased numbers 
of people employed in large office 
buildings in downtown areas, together 
with the increased use of the automobile 
as a means of transportation, have 
caused very serious traffic congestion 
in practically all large cities. This 
traffic congestion not only hampers 
the use of automobiles by customers 
desiring to visit department stores but 
also, because of the difficulty and 
danger encountered in crossing streets, 
it very possibly has some influence in 
deterring persons from visiting depart- 
ment stores via other means of trans- 
portation. Hence traffic congestion 
probably operates to reduce the effec- 
tiveness with which downtown sites 
can be used for selling the types of 
merchandise typically handled by de- 
partment stores.® 

Dense foot traffic enhances the value 
of many downtown sites for the sale 
of items of merchandise in what may be 
termed the “mass accessibility” classi- 
fication, that is, goods which appeal to 





5 The potential influence of the automobile is, of 
course, not confined to these incidental consequences 
of crowded city traffic. A mode of transportation 
which has had such an important effect on conditions 
of living might be expected to exercise an influence 
of a positive character on retail trade. Conceivably 
the effects have been delayed because towns and 
cities, where most retail trade is carried on, have on 
the whole been slow in rebuilding themselves to 
accommodate the automobile as a transportation 
device. With the development of the roadside gaso- 
line pump into a superservice station catering to all 
the needs of the automobile and with the emergence 
of the so-called “‘Drive In,” an aggregation of small 
shops surrounding a parking place, it is possible that 
the positive effects of the automobile on retail business 
are just beginning to appear. 


casual patronage and can be sold jp 
large quantities wherever the number of 
passers-by is large. These goods, some- 
times termed “‘impulse” merchandise, 
include cigars, cigarettes, tobacco, 
candy, restaurant and soda-fountain 
merchandise, and many _ smallwares 
and novelties of the type found jn 
variety stores.° Goods of this general 
type, however, are very far from con- 
stituting the largest part of the mer- 
chandise now sold by the typical 
department store. The purchase of 
department store merchandise, particu- 
larly the larger items of apparel and 
home furnishings, involves some pre- 
meditation. The potential consumer 
of this type of merchandise does not 
merely wander in from the street, but 
usually makes a special trip for the 
purpose of buying certain desired arti- 
cles. Because of traffic congestion it is 
becoming more difficult for this type of 
customer to trade with department 
stores. This condition possibly points 
towards the eventual emergence of a 
situation such as is visualized by 
Marshall in the following statement: 


It is however true that if, without any 
increase in traffic such as brings extra 
custom, a situation becomes more valuable 
for purposes other than  shopkeeping; 
then only those shopkeepers will be able 
to pay their way who can manage to secure 
a large custom relatively to the prices 
which they charge and the class of business 
which they do.’ 


Changes in urban conditions may be 
gradually tending to provide more 
custom for stores selling mass accessi- 
bility or impulse merchandise, and less 
custom for stores selling the larger 
items of apparel and house furnishings. 





*It is significant that many of the variety chains 
do a substantial volume of business in their soda- 
fountain and luncheonette sections. 

7 Alfred Marshall, Principles of Economics, p. 452- 
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Suburban Branch Stores 
Conceivably a perception of these 
trends may be one of the causes of 
the current development of suburban 
branches by large metropolitan depart- 
m Three or four years ago, 
when a few executives had the hardi- 
to suggest such a move, their 
sosals were treated with skepticism 
‘most department store circles.® 
Through the years 1927, 1928, 1929, and 
1930, however, the suburban branch 
idea has made distinct headway. Mar- 
shall Field & Company operates subur- 
ban branches in Lake Forest, Oak 
Park, and Evanston; the E. T. Slattery 
Company of Boston operates a branch 
it Coolidge Corner, Brookline; James 
\. Hearn & Son of New York City 
maintains a branch in Stamford, Con- 
ecticut; Best & Company of New York 
City recently has opened branches in 
Garden City, Long Island, Mamaro- 
neck, New York, and East Orange, New 
Jersey; several Los Angeles stores oper- 
ate branches in Hollywood and Wilshire; 
and, in addition to these and other 
instances of suburban branches oper- 
ated by downtown stores, the W. A. 
Wieboldt Company, which has for some 
time operated four department stores 
in outlying sections of Chicago, recently 
has opened a fifth, on 63rd Street, 
between Green Street and Peoria Street. 
\lso, the suburban location policy of 
Sears, Roebuck & Company for its 
Class A stores has been the subject of 
uch comment during the past two or 
three years, In some instances the 
levelopment of suburban branches 


t stores. 


. 


See, for instance, the article which appeared in 
Wear Daily for January, 15, 1927, under the 
“Suburban Branch Plan Not Favored by 
e Stores.”’ It was the conclusion of this article, 
ich presented the results of a survey made in 
17 leading cities, that there was little likelihood of the 
pment of suburban branch stores, at least for 
years to come. 


Women’ 
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probably has been facilitated by the 
policy of newspapers in publishing zone 
editions and naming zone rates. 

Of course the present tendency in 
urban development may not continue 
or may even be reversed; but in the 
event of its continuation such meager 
evidence as is now available seems to 
point to the increasing usefulness of 
downtown sites for purposes other than 
the sale of such merchandise as typically 
constitutes the backbone of the depart- 
ment store business, and to a concomi- 
tant increase in the potential custom of 
stores handling mass accessibility or 
impulse merchandise. It is clear, fur- 
thermore, from the data previously 
cited for both department stores and 
chain stores, that in the long run one 
of the types of retail business best 
able to maintain itself in crowded 
downtown districts will be that with 
especial rapidity of stock-turn. Both 
the type of organization characteristic 
of chain stores and the types of mer- 
chandise which they sell tend to con- 
tribute to the attainment of rates of 
stock-turn which department stores, on 
account of the nature of their merchan- 
dise and also on account of their 
existing form of organization, cannot 
readily equal. 


Other Factors 


All this, however, may be merely a 
part of a larger situation. During 
the last few years departmentized spe- 
cialty stores*’—that is, stores with the 
departmental form of organization spe- 
cializing in the sale of women’s wearing 
apparel—have in general fared dis- 
tinctly better than department stores. 
In 1928, for instance, specialty stores 
of this type with net sales over $1,000,- 





® The term “specialty store” is here used with the 
particular connotation which it has acquired in the 
department store and dry goods trade. 
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000, reporting to the Harvard Univer- 
sity Bureau of Business Research, 
commonly had total net gains amount- 
ing to 5.8% of net sales and 15.5% of 
net worth, as contrasted with cor- 
responding figures for department 
stores with sales over $1,000,000 of 
4.5% and 9.7%.” Furthermore, there 
is reason to think that shopping, in the 
sense of comparing values from store 
to store, is now of less importance 
than formerly. Department _ stores 
which have subjected their charge 
accounts to close analysis report that 
even their best customers tend to 
confine their patronage to relatively 
few departments. These departments, 
furthermore, are likely to be the ones 
for which the store has acquired more 
or less of a specialty reputation. 

There may be several reasons for 
these developments. As _ previously 
pointed out, the physical task of shop- 
ping from store to store has become 
more difficult; and the greatly increased 
use of private brands by department 
stores conceivably has some bearing. 
Also, customers, in general, have be- 
come more discriminating. When to 
these factors is added the increased 
rapidity of fashion change, with the 
consequent increased complexity of the 
merchandising and buying tasks, it is 
becoming more and more difficult for 
the general department store, carrying 
all kinds of merchandise and endeavor- 
ing to be all things to all people 
(Harrod’s in London has an under- 
taking department), successfully to 
meet specialized competition. Com- 
paratively few department stores, for 
instance, are able to make a profit on 
men’s clothing; automobile tires not 
infrequently are carried at a loss; 


© Harvard University Bureau of Business Research, 
Bulletin No. 78, Operating Expenses of Department 
Stores and Departmentized Specialty Stores in 1928. 
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furniture departments find it difficy); 
to hold their own in competition wit) 
specialty furniture stores. 
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Possible Developments 


Recognition of some of these diff. 
culties may well lead some departmen 
stores in the direction of greater special. 
ization. ‘These stores conceivably wili 
be able to meet higher rentals by means 
of higher gross margins. Other depart. [ 
ment stores, especially those that have 
been infected with the merger virus, are 
leaning in the direction of chain store 
development. At the outset these 
stores appear likely to make the same 
mistake as cooperative buying associa. 
tions in the grocery and drug fields, 
namely, that of assuming that chain 
store advantages lie primarily in com- | 
bined purchasing power. It appear | 
more likely that the successful depart- 
ment store chains, if they are t 
maintain themselves in downtown retail 
trading areas, will need to specialize © 
on merchandise susceptible of fast 
stock-turn and to develop organizations — 
capable of achieving rapid stock-turn. | 
Through rapidity of stock-turn these 
stores will be able to pay relatively — 
high rentals, 

The conclusion towards which these ~ 
speculations point is that, given no — 
change in the present direction of 
urban development, retail stores han- 
dling merchandise of slow stock-tum 
characteristics eventually may be 
driven out of downtown retail locations, — 
except in the instances where through — 
specialization and the development 0! 
prestige and exclusive reputation they — 
are able to obtain particularly high — 
gross margins. ‘The operation of any 
such tendencies as these will, of course, 
be retarded by the fact that numerous — 
large general department stores ow! 
the sites on which their buildings stané. 








ficult Conclusion 

With [fo sum up, the available data on 

lepartment store rental expenses, gross 

reins, and profits reflect a situation 
the accepted theory of urban 


whict t 





difi- BM site rent would lead one to expect: 
nent | e best profits are made on the sites 
cial. FP bearing the highest rentals. The 
will higher rental expense figures in ratio 
eans to sales for stores on these sites con- 
art. eivably reflect, in part, the higher 
lave general level of management ability 
are among these stores as compared with 
tore maller stores. The fact of increasing 
hese lepartment store rents in rates per 
ame square foot in the face of declining 
cia- | | profits may represent only a delayed 
Ids, readjustment to a period of prosperous 
lain busi! There are, however, a few 
om- straws pointing in a direction that 


seems to justify speculation as to 
hether these rentals are not reflecting 
he possibility of using downtown sites 
tai in present retail trading areas for other 
lize han department store purposes; for 
ast instance, chain stores, office buildings, 
ons or combinations of the two. Changed 
rn. trafic conditions have caused some 
est lecline in the ease of trading with 
ely lepartment stores. ‘These same con- 
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ditions have operated to bring more 
custom for types of merchandise 
handled by some chains, particularly 
those types having an inherently fast 
rate of stock-turn. Taking cognizance 
of the larger situation of which these 
conditions are a part, it may not be 
unreasonable to look for some of the 
following lines of development in urban 
retail merchandising: 


(1) Increase in importance of specialty 
stores, particularly those aiming to develop 
prestige and specialized reputations of one 
sort or another, with accompanying high 
gross margin; probable transformation of 
some department stores into specialty 
stores. 

(2) Continued growth of chain stores 
handling fast-moving merchandise, in con- 
siderable part of the impulse or pick-up 
type, with emphasis on rapidity of stock- 
turn, low cost of doing business, and low 
gross margin; probable tendency for so- 
called chain department stores to gravitate 
towards this type of chain store business. 

(3) Growth of suburban retailing by 
department stores, department store bran- 
ches, and chain stores. 

(4) Eventual diminution in importance 
of the general downtown department store 
and decline in proportionate volume of 
retail trade handled in downtown retail 
shopping districts. 








THE GENERAL SALES TAX IN THE FISCAL 
SYSTEM 


By ALFRED G. BUEHLER 


URING the last decade a new 
D tax, known as the general sales 

tax, has been introduced in the 
tax systems of many nations and has 
assumed a position of imposing impor- 
tance in public finance. Before the 
War all general sales taxes were heartily 
denounced by economists as_ highly 
detrimental in their effects on produc- 
tion and consumption, and the notori- 
ous Alcavala of mediaeval Spain was 
usually mentioned as the outstanding 
example of general taxes on consump- 
tion. Mexico and the Philippines col- 
lected general sales taxes for many 
years, but the tax failed to become 
popular until the late War brought 
huge debts and expenditures and a most 
pressing need for large revenues. Asa 
consequence, about thirty nations have 
turned to the general sales tax to sup- 
plement their other sources of revenue; 
several American states have adopted 
more or less general sales taxes; and 
the general sales tax has become an 
important rival of the income tax in 
modern fiscal systems.? 


1 Among the treatises which are valuable to the 
student of the general sales tax are Allix et Lecerclé, 
La Taxe sur le Chiffre d’ Affaires, Paris, 1929; Gerloff 
und Meisel, Handbuch der Finanzwissenschaft, Vol. 
III, Tibingen, 1929; Popitz, Kloss, und Grabower, 
Kommentar zum Unmsatzsteuergesetz, Berlin, 1930; 
O. Schwartz, “Die Finanzen der Europaischen und 
der Wichtigeren Auseuropaischen Staaten,” Finanz 
Archiv, 1929, 49: 225-400; National Industrial Con- 
ference Board, General Sales or Turnover Taxation, 
New York, 1929; Shoup, The Sales Tax in France, 
New York, 1930; League of Nations, Memorandums 
on Public Finance, Geneva; U. S. Dept. of Commerce, 
Division of Commercial Laws, Indirect Taxes in 
Certain Foreign Countries with Special Reference to 
Sales Taxes, Washington, 1929; and Comstock, 
Taxation in the Modern State, New York, 1929. 
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The so-called “general sales tax” 
is a tax imposed upon the sales of 
numerous commodities and the use of 
personal service at more or less uniform 
rates. It may be laid upon total 
business turnover, as in France, where 
it is called a turnover tax; or it may be 
laid upon individual transactions, as 
in Belgium, where it is called a transfer 
or transactions tax. The general sales 
tax is frequently described as a general 
consumption tax because it is com- 
monly supposed to be paid by con- 
sumers in the form of higher prices for 
their purchases. There is a difference, 
however, between the ability to shift 
a tax on a particular commodity to the 
consumer and the ability to shiit a 
general sales tax to all consumers. 

The general sales taxes employed by 
various nations during the last ten or 
fifteen years may be classed according 
to the base of the tax, as follows: 


1. A tax upon sales in general. 

A. Imposed upon sales of commodities 
and services, as in Germany. 

B. Imposed upon sales of commodities 
only, as in Brazil. 

2. A manufacturers’ sales 
Canada. 

3. A tax upon commodity sales, except at 
retail for personal consumption, as in 
Italy. 

4. A tax upon sales at retail, as the luxury 
taxes of France and the retail sales tax of 
Kentucky. 

5. A hybrid tax, as in France, which com- 
bines taxes upon sales of goods and 
services in general, special taxes on 
producers’ sales, retail sales taxes, ¢tc. 


tax, as in 





2 For a somewhat different classification scheme see 
National Industrial Conference Board, op. cit., p- 5: 
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THE GENERAL SALES TAX IN THE FISCAL SYSTEM 


he modern general sales tax is the 

terowth of earlier excises or stamp 
taxes. It usually appeared first, in 
Europe, as an emergency tax adapted 
to the needs of post-war finances and 
supplementing existing excise duties. 
From Europe the general sales tax has 
spread to many parts of the world, 
ysing in part its character as an emer- 
gency tax and assuming a regular 
place in the tax system. It is difficult 
to say just when an excise or a stamp 
tax becomes a general sales tax. ‘There 
are really as many varieties of the gen- 
eral sales tax as there are political 
cteristics of the tax depend upon 
relative conditions. The tax is essen- 
tially an impost on domestic trans- 
actions, but it frequently includes a 
tax upon imports and sometimes in- 
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cases, like Newfoundland, a uniform 
ad valorem tax, called a turnover tax 
by the German writers, has been levied 
only upon imports; but such a tax 
partakes more of the character of a 
tariff than the usual general sales tax. 
The general sales tax is frequently 
called a turnover tax, a transfer tax, 
a transactions tax, an industrial tax, 
a trading tax, a gross-sales tax, a 
gross-receipts tax, a manufacturers’ 
and merchants’ tax, a merchants’ tax, 
a producers’ tax, a general stamp tax, a 
sales tax, etc., depending upon the com- 
mon usage of the areas where the tax 
is collected. But whatever be the 
name of the tax, it is laid on the sales 
of taxable persons as a more or less 
general tax at uniform rates. It is 
proposed here to summarize the char- 
acteristic qualities of general sales 








udes a tax on exports. In a few taxation and briefly to touch upon 
TABLE I? 
P Ordinary | Luxury Import Export 
Country Taxable Transactions Tax Rate | Tax Ra’ Tax Tax 
ax Rate | Tax Rate 
Rate Rate 
fr Se ee bet Bot Producers’ sales 2% basis 10% Same Exempt 
I i OS arene Cael me Transactions in goods, except retail 2% 4%-10% | Same Same 
VIR. ccs 0soee sce sce) MAC 0.5%-2%| Same Exempt | Exempt 
wren Commodity sales 0.§%-2%| Same 
TEE eS Manufacturers’ sales 2% Same Same Exempt 
Cuba .........| Business receipts 1.5% | Same Same _ | Exempt 
hoslovakia.........| Average value of commodities 2% 10%-12%| Same Exempt 
Ss sass snureeae Merchants’ & manufacturers’ gross 
sales 1% Same Same Exempt 
IE Se Pee, (ee? Total business receipts 2% 12% Same Exempt 
I City of Danzig Total business transactions 1% Same Exempt | Exempt 
German Total business transactions 0.75% Same Exempt | Exempt 
FAUNGAOW. a ko acaceeu ces Gross sales 2% 10% | Same Exempt 
ily : Transactions in goods for business use 0.5%-1% 1% Same Exempt 
g ee ore Gross receipts 1% 10% 
Mexican states ; Gross receipts 1%-3% | Same 
Philippines.............| Gross receipts 1%-1.5%| Same Same Same 
P and ++see+ees+| Gross receipts 0.5%-2%| Same Same Exempt 
P Ric ..s++eee.| First sales of commodities 2% Same Same Exempt 
Portugal ..+++++.| Gross receipts 1%  |3%-10% |Same_ | Exempt 
NE. 6s isecescnuat Average value of commodities 2% basis |10%-15% Same 1% 
cme SITIO re Gross receipts 1.6%- Same Same Same 
. | 17.15% 
er ree ...| Manufacturers’ sales 6% | Same Same | 2.5% 





Data are for the year 1928, excepting the Free City of Danzig and Portugal, where the data‘are for 1926. 
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addition to the publications named, Commerce Year Book, Vol. II, and the reports of the U. S. Dept. of 
mmerce on foreign budgets and the bulletins on tax changes have been especially helpful. 
drawn upon official and unofficial publications where necessary. 


The writer has 


mernmeneea 
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some of the problems involved in col- 
lecting this type of taxation. 


Characteristics of the General Sales Tax 


The characteristic features of the 
general sales tax may be indicated 
most clearly by a summary of the sales- 
tax laws in various countries. Table I 
shows the bases of the tax, the rates of 
the tax, and its application to luxuries 
and imports and exports. The usual 
tax rate is one or two per cent, and fre- 
quently the ordinary tax is supple- 
mented by a luxury sales tax at much 
higher rates. While imports are com- 
monly taxed, exports are commonly 
exempt. 


Relative Importance of Sales Tax 


The relative productivity of the 
general sales tax in those countries for 



































Tasie II. Percentace or Revenves Derivep 
FROM GENERAL SALES Tax 
sanahigndnendleinid 1925|1926| 1927/1928 
i ie 
| 
Doi ceslaass ee Pe ae oe Fe Cae 
Belgium®....../.... 32.2 ao.0)a8.a108. 502-8 28.4/26.9 
SE CR Sai on ys 8.4) B.Gaacalesae 
Canada’....... 8.8/16.1\22.6/24.6.30.6/19.3/20.5|16.8 
Czecho- 
slovakia®....|.... |/II.7/1§.7|16.8 17.215.9 17.618.5 
Praac® ..... 0! 8.2) 9.3/12.7 14.3/13.3/18.1 19.9 20.1 
Germany” ....| 7.7\14.3| 8.9|24.7/18.3/10.7| 9.7|10.3 
Hungary"™..... Jevceleeeeleee+/23-6/16.7/15.7|/14.6)/13.7 
BE. 5 0 64:40 |} ©.3| 0.9] 1.3] 2.3) 2.8] 3.4] 3.0}.... 
Portugal!*..... peel es -+-|..+.| 8.0) 4.8) 6.5) 5.4 
PORE 200s cleccaleens 9.9/15.015.013.0\13.3|13.5 
Philippines!§ . .|26.4/27.1/32.7/36.6|35.4'35.5|34.1/31.6 
DO .. valvacel sess 4-9] 5.0] 4.2] 4.9] 5.6) 5.8 
ee ee ee ee er ee ae ee 
West Virginia’)... .| 20 3 23.6 23.5 ins tba 23.8 20.4 











* Based on budget estimates in 1926. 

5 Based on budget estimates. 

* Based on budget estimates. 

7 Based on revenue collections. 

8 Based on budget estimates for years 1923-1928. 

® Based on budget estimates in 1925. 

1° Based on budget estimates in 1923. 

11 Data show % of total revenues. 

12 Based on revenue collections. 

18 Based on provisional receipts. 

4 Data show % of total taxes. 

1% Data show % of internal revenue receipts. 

16 Based on budget estimates. 

™ Based on budget estimates for years 1926 and 
1928. 

% Data show % of total taxes for state purposes. 
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which statistics are available is showy 
in Table II. In France, Belgium 
Canada and West Virginia, about One. 
fifth of the revenues are derived from 
this source; in the Philippines abou; 
one-third of the internal revenue re. 
ceipts come from the sales tax; in 
Germany the turnover tax supplies 
about 10% of total revenues; while the 
Italian sales tax yields only about 3%, 
of total revenues. It may be said also 
that the general sales tax yields more 
revenue than the income tax in Bel- 
gium, Austria, and Canada; yields 
revenues approximately equivalent to 
the income tax in France; but is con- 
siderably less important than the in- 
come tax in Germany and Italy. 


State Sales Taxes 


In several American states more or 
less general sales taxes have been 
adopted, although in one case, that of 
Mississippi, the collection of the tax 
has been suspended by a court injunc- 
tion while the constitutionality of the 
law is being tested. Since 1821, Penn- 
sylvania has been collecting a mer- 
chants’ tax, which is now imposed 
on the sales of retailers at 0.1% and on 
the sales of wholesalers at 0.05%. A 
license tax is collected annually which 
is $2 for retailers and $3 for wholesalers. 
The total yield of the merchants’ tax 
in 1926-1927 was $3,800,000." Under 
a law of 1909 Missouri permits her 
municipalities to collect local business- 
turnover taxes, and St. Louis and 
Kansas City tax the turnover of mer- 
chants and manufacturers at the rate 
of 0.1%. 

In 1921 Connecticut levied a tax 
on the gross receipts of unincorporated 
manufacturing and mercantile estab- 
lishments with rates of 0.1% for manu- 
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19 The writer is indebted to state tax officials for 
copies of the sales-tax laws. 
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turing and retailing and 0.025% for 
wholesaling. The yield of the tax 
‘1 1928 was $562,374. Delaware taxes 
; receipts of manufacturers at 
rate of 0.02% and the gross 
receipts of merchants at the rate of 
1%. Merchants also pay an annual 
license charge of $5. ‘Tax receipts in 
1930 were $127,510. The best known 
f the state sales taxes is the gross- 
les tax of West Virginia, which is 
n the gross income of business 
ified for taxation, except that 
ifacturing and the extractive in- 
es are taxed on gross sales. Simi- 
lar taxes were adopted by Georgia in 
1929 and by Mississippi in 1930, but 
states have also devised some 
distinctive features of taxation. 
Kentucky enacted a tax on the sales 
f retailers in 1930, with rates progress- 
: from 0.05% on sales under $400,- 
000 up to 1.0% on sales over $1,000,000. 
The West Virginia gross-sales tax has 
been producing about $4,000,000 an- 
nually. In Table III the taxes of 
West Virginia, Georgia, and Misssisippi 
are compared with reference to the rates 
the various classes of business 
20 


rprise. 


Taste III. Strate Sates Taxes 





West | Geor-| Missis- 


s Enterprise Pippen : grr 
Virginia| gia sippi 


turing........| 0.21% |0.0§% 0. 10% 
0.50% 
ctive industries. .| 0.42%-|0.05%|1.00% 
1.85% | 
NZ..-seeeeevees| 0.20% |0.20%/0. 25% 
0.05% |0.10%|0.125% 
0.30%-|0. 30% 0. 50% 
1.00% | 
eT 1.00% |0.30%/|1.00% 
r business........| 0.30% |0.20% 0.25% 





~ Georgia, it should be noted, exempts agriculture 
taxes the other extractive industries at the same 
as Manufacturing. 


The Administration of the General 
Sales Tax 


Among the most difficult problems 
of sales-tax administration are defini- 
tions of taxable transactions and a 
clear statement of the persons and 
commodities or services liable to the 
tax. It is important that taxable 
transactions be carefully separated from 
non-taxable transactions; and when 
various tax rates are imposed, the law 
must plainly demarcate the transac- 
tions subject to each rate of taxation, 
for the amount of the tax due may 
vary greatly according to the rate 
employed. Although many difficulties 
are involved in defining the base of 
the general sales tax, gross sales are 
probably more easily defined than net 
income. 

In practice, the application of the 
general sales tax is more or less limited 
by exemptions, each of which adds to 
the complications of the law. Among 
the exemptions frequently granted are 
gross sales under a fixed amount, as 
$10,000 in West Virginia and $30,000 
in Georgia; the sales of their produce 
by farmers, as in the Philippines and 
Georgia; the sales of essential foods 
and fuels, as in Canada; the receipts 
of the professions, as in France; sales 
of goods and services subject to govern- 
ment price control and government 
monopolies and public utilities, as in 
France; sales on commodity and stock 
exchanges already subject to taxation, 
as in France and Germany; and the 
universal exemption of sales of personal 
service when the remuneration is in 
the form of wages. Many countries 
exempt exports, and in some cases 
sales by retailers are not taxable. 

The motives which lead to the 
exemptions are various. Foods may 
be exempted to alleviate living costs; 
political and administrative reasons 
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explain the exemption of farmers’ sales; 
retailers and small vendors are ex- 
empted to facilitate tax collections; 
undesirable double taxation would re- 
sult in some cases if a sales tax were 
added to other taxes; the liberal pro- 
fessions may be free from taxation 
to prevent injury to the arts; and 
exports and imports are exempted to 
protect the international position of the 
country in question. 

The tax rates on ordinary transac- 
tions are commonly 1% or 2%, while 
luxuries are taxed at higher rates, 
commonly 10% to 15%. In Canada 
the producers’ tax, which was origi- 
nally 6%, has been lowered to 2%. 
The German turnover tax climbed to 
2.5% in 1924 but is collected at the 
rates of 0.85% and 1.35% on ordinary 
transactions today. In some countries 
numerous production taxes are col- 
lected at rates varying according to 
some standard base. In Austria, as 
will be explained later, about 400 
commodities are classified for the pro- 
duction tax, which is adjusted for each 
commodity. The classified sales taxes 
with various rates which are collected 
in this country have already been 
cited. 

Opportunities for tax evasion are all 
too numerous and must be carefully 
stopped. Of course, all taxes suffer 
more or less evasion, and the general 
sales tax is not peculiar in this respect. 
A certain proportion of the taxpayers 
always misunderstand the application 
of the law, while others deliberately 
set out to escape their proper tax. 
Evasion may take the form of complete 
escape from taxation; it may involve 
securing a lower tax rate than the 
higher rate due, by the reporting of 
sales of luxuries as the sales of ordinary 
articles, for example; or it may result 
in a smaller tax payment by the 
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reporting of only a part of the taxabl. 
receipts. Where small taxpayers ar 
especially numerous, as in France 
their transactions are not fully recorded 
and the cost of checking their accounts 
is prohibitive. It is rumored in every 
country that tax evasion is practiced 
in many cases, but the extent of evasion 
is unknown. 

After a general sales tax has been 
collected for a few years, its novelty 
wears off and the law is better under. 
stood by the taxpayer and the Govern. 
ment. The problem of the small tax. 
payer may be met by exempting all 
sales under a certain sum or by ex. 
empting sales at retail on the theory 
that the taxes collected are not justified 
by the administrative costs. To check 
the identity of taxpayers licenses may 
be required, as in Canada and Penn- 
sylvania. The successful collection of 
general sales taxation requires accurate 
business records, showing all taxable 
transactions, and frequent audits of the 
taxpayers’ books by the Government. 
In case the accounts of the taxpayer 
appear incomplete the officials may 
check returns from the income tai, 
examine the books of manufacturers 


and wholesalers who sell to retailers, Fe : 
inspect freight records, etc., endeavoring rage : 
in a roundabout way to get at the real iene ail 
facts. An efficient and adequate tax <a 
personnel is essential for the proper Ae na 
control of tax returns. France, be- oe | 
cause of an inadequate personnel, ex- “so 
perienced serious difficulties in collecting collects 
her turnover tax during its early years 
and was forced to expand her force ee 
of trained tax officials to cope with the Mahe. 
situation. As an average proposition, Edwin B. 
the general sales tax probably suffers 1926, Cha 
no more evasion than other taxes. : ay 
While there have been doubts ex- Shoup, op 
pressed in this country concerning PP sacs: 


the practicability of general sales-tax 















‘ministration, one who studies the 


S sreien taxes is led to the conclusion 


t the tax may be collected effi- 
ently if uniformity of structure pre- 
and if the scope of the tax is 


S properly limited to remove needless 


mplexities. France and Poland have 
onstrated the desirability of shun- 
ing numerous special taxes at various 
:tes which are confusing and under- 
the administration, and in both 
ntries committees of experts have 
d greater simplicity and uni- 

y of taxation.24_ The German 
authorities on the general sales tax, 
Popitz, Kloss, and Grabower, con- 
sider the German turnover tax produc- 
, practicable, and relatively simple 

| report that its costs of administra- 
tion are lower than for any other tax, 
except the transport tax.?* Students 
f the French turnover tax state that 
spite of all administrative problems, 
which are numerous and serious, the 
tax is practicable of administration.”* 
While the advocates of the general 


sales tax are prone to exaggerate its 


plicity, it is nevertheless true that 
tax enjoys reasonable success in 
idministration. 

Data are not yet available to indicate 

ly the comparative costs of collecting 
general sales tax. It is reported 
costs of collecting the West Vir- 


ginia gross-sales tax were 1.2% of tax 


2.0% in 1923, and 
Recently the Tax 


in 1922, 


1.5% in 1924.74 


Commissioner has estimated that the 


tion costs are approximately 


e American Library in Paris, Report of the 
itee of Experts, 1926, pp. 98-99, and Kemmerer, 
B., Reports to the Republic of Poland, Warsaw, 
Chapter V. 
- Cil., pp. 1§-17. 
See Allix et Lecerclé, op. cit., Chapter XII, and 
p. cit., Chapter XVI. 
* National Industrial Conference Board, The Tax 
min West Virginia, New York, 1925, p. 181. 
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1.0%.*> The costs of collecting the 
Pennsylvania mercantile tax average 
about 7.8% of receipts, while it cost 
approximately 4% to collect the Con- 
necticut tax on unincorporated busi- 
ness in 1928. Both Pennsylvania and 
Connecticut collect their taxes from 
numerous small concerns, thereby 
greatly increasing administrative costs. 
A recent study of the National In- 
dustrial Conference Board shows that 
the modal cost of collecting personal- 
income taxes in the various states is 
between 2.5% and 3.0%. The average 
cost of tax collections in New York in 
1927, including all the state taxes, was 
1.14%." So far as the West Virginia 
tax is concerned, we may say that the 
collection costs are less than the costs 
of collecting state personal-income taxes 
but more than the corporation-income 
taxes. 


The Incidence of The General Sales Tax 


The general sales tax is an added 
business cost which tends to be shifted, 
in the long run, by adding the tax to 
prices. As the tax is added to prices, 
normally the number of units sold will 
decrease, for purchasing will be cur- 
tailed at the higher prices. It should 
be remembered that the demand for 
various goods and services is related 
and that consumers will pay the sales 
tax by consuming fewer units of the 
taxed articles, by limiting expendi- 
tures for other articles, or by curtailing 
savings. 

While the general sales tax tends to 
be shifted to consumers, as an average 
long-run proposition, there are many 
cases where the full tax cannot be 
added to prices. Shifting a tax is 

26 Letter to the writer. 

26 National Industrial Conference Board, General 


Sales or Turnover Taxation, p. 201. 
2” State Income Taxes, New York, 1930, Vol. II, 


pp. 137-140. 
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always contingent upon the possibility 
of decreasing the supply of the taxed 
article; but investments in business 
are not usually highly mobile, and 
supply can be readjusted to the new 
situation only over a relatively long 
period of time. Experience in numer- 
ous countries shows that during general 
business depression, like that of 1921 
and 1930, prices are often below costs 
and sales taxes cannot be shifted in 
many instances. When a general sales 
tax is levied exclusively by a limited 
jurisdiction, like West Virginia or a 
foreign country, it may be impossible 
to shift the tax in competitive markets, 
for foreign competitors may not pay an 
equivalent tax and can price their 
goods without the tax. A tax can be 
discounted by producers and vendors 
only if they can estimate the tax, but 
the general sales tax has been subject 
to changes in rate and scope, and the 
possibility of repeal or material modifi- 
cation must be considered in countries 
like Canada, Germany, etc. We there- 
fore conclude that while a general sales 
tax tends to be added to prices in the 
long run, there are many important 
exceptions to this rule, and relative 
conditions of demand and supply must 
be considered in each case. 


The General Sales Tax and Business 


If a general sales tax is shifted to 
buyers, it may be shifted only as prices 
advance and the number of units sold 
declines; and if the tax is not shifted, 
it must be carried by business. But in 
either event business is affected. A 
general sales tax offers certain ad- 
vantages as a tax collected from busi- 
ness, for gross sales are probably more 
easily defined than net income; every 
business benefits from government and 
should pay some tax; a general sales 
tax is a productive revenue; and the 
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tax adds diversity and stability to th. 
revenue system. 

On the other hand, certain disag. 
vantages are involved. If the gener,j 
sales tax is shifted, it is passed on tp 
buyers in higher prices, and fewer unit; 
can be sold unless demand is highly 
inelastic; the tax may be shifted only 
after painful readjustments in invest. 
ments and in business organization; 
since the tax is an added cost, marginal 
vendors are forced out of business; and 
a uniform tax on all sales, as will be 
shown later, encourages business com- 
binations in production and marketing, 
for the tax load is thereby lightened. 
On the score of shifting, the general 
sales tax is at a disadvantage compared 
with the net-income tax, which is not | 
a price-determining cost and which | 
therefore obviates the undesirable re. | 
percussions of tax shifting. 

If we assume that the general sales 
tax is not shifted to buyers, it remains 
with vendors and is a tax on gros 
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sales. Both practical experience and | 
economic theory indicate that a gross _ I 
sales tax, if it cannot be shifted, isa | 
very unequal tax on business that % One 
disregards such important factors a | 7% against 
the relative profits or losses, the nature | 7 economi 
of the capital investment, and the J overt e 
various degrees of indebtedness. The © tegratior 
tax heavily penalizes concerns that for con 
enjoy low relative profits, losses, 2 ~~ processe 
heavy bonded debt, and a heavy capi-  § tion will 
tal investment with high fixed costs. 7 the tota 
Business statistics reveal that there is 7 perform 
no normal relation between these fac 7 A tax 
tors and gross sales, either among di Industri 
ferent types of enterprise or among | the pos: 
concerns in the same type of enter tax to. 
% Cf. National Industrial Conference Board, Ti a the 
Shifting and Effects of the Federal Corporation Incom: seriousl} 
Tax, New York, 1929, and Tipton R. Snavely, “The — single-p: 
Colwyn Committee and the Incidence of the Income Me tage o f 
Tax,” Quarterly Journal of Economics, 1927-1925 
42: 641-668. found, 
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| orise. A sales tax must be paid regard- there are commonly eight stages in the 
) \ess of the condition of profits or losses; production and distribution of cotton 
sad. B hence it is often labeled a capital tax, cloth, many plants are able to eliminate 
neral F 9 fo, it must be paid out of capital when half of these stages performed by inde- 


O the 


MN to FF no net income is enjoyed. Complaints pendent concerns by combining the 
units B are frequently registered against the processes involved. A large shoe man- 
ighly ae inequalities of the general sales tax by ufacturer, by doing his own tanning 
Only FP }ysiness interests in West Virginia, of hides and retailing shoes direct to 


vest- FS France, Germany, Canada, etc. In the consumer, can avoid a part of a 
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tion; ) Table IV the relative weight of the tax 1% sales tax that would equal at least 
zinal Fon retail grocers with the same gross 3% of the retail price, a sum equal to 
and sales but varying profits is indicated the average net profits of many shoe 
ll bef :5 illustrate some of the problems factories before the war.” 
‘OM- EE arising. Unfortunately, no comprehensive 
ing, | statistical investigation has yet been 
ned faaen EV. pees A 2% Tax on Reta undertaken to determine the effects of 
era —— an : the general sales tax on business inte- 
ared | a | B Cc gration. However, various competent 
. < _- ee ae observers have reached the conclusion 
wes | that the tax does really foster combi- 
sa: seas | Sit pie mayen nations in production and marketing. 
Sika ton 1,000| 1,000] 1,000 The French economists, Allix and Le- 
_ Net profit or loss ... 500] 1,500/—2,000 — cerclé, who are sympathetic toward the 
on eS Se 4. ot] a French turnover tax and defend its 
r( eee -7%| 59.0% anal 4 aaliten rw é; 
| | position, believe this tax acts t 
_ — stimulate industrial concentration at 
4 Integration Is Encouraged the expense of the smaller competitors 
er ee of the larger concerns.” Similar con- 
9s One of the serious indictments clusions are reached concerning the 
. against the general sales tax, which French tax by Professors Haig and 
oo economists have long recognized, is the Shoup and concerning the Polish turn- 
tne overt encouragement of business in- over tax by Charles S. Dewey, the 
* tegration by a uniform tax on all sales, American financial adviser to the Polish 
™ or concerns that can combine the Government. In Italy, Canada, West 
processes of production and distribu- Virginia, etc., other observers report 
pi tion will be subject to a lower tax than the same tendency.*! While statistics 
. the total tax paid by competitors who are lacking as the basis for final con- 
pertorm each process independently. clusions, experience appears to confirm 
a \ tax committee of the National the theory of economists that business 
: industrial Conference Board considered integration is encouraged in a definite 
a the possible tendency of the turnover manner by a uniform general sales tax. 
(ax to invite integration and arrived —~— i i aes lat i 
Py at the conclusion that such a tax would Prt og, Ai A "cuter teak “yy oe wee 
' eri ously discriminate against the 80 Op. cit., pp. 327-328. 


31 Cf. Shoup, op. cit., pp. 317-318; Haig, Public 
fon ; Finances of Post-War France, New York, 1929, Pp. 351; 
1ultiprocess concerns. It was and Charles S. Dewey, Bulletin No. 4 of the Bank of 


na ° ° 
d, to cite two cases, that while Poland, 1928, p. 11. 


ngle-process concerns to the advan- 
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Trend toward Production Taxes 


To avoid the inequalities and com- 
plexities of the uniform general sales 
tax, as well as to prevent the undesir- 
able encouragement of business in- 
tegration, a number of countries have 
adopted taxes levied upon the produc- 
tion of commodities. Germany and 
Czechoslovakia attempted to levy a 
tax on each concern that would ac- 
curately measure the number of taxable 
processes in production and distribu- 
tion so that the integrated concern 
would pay taxes equivalent to the non- 
integrated concerns, but the experiment 
was given up as impracticable. Now 
Austria, Hungary, Czechoslovakia, and 
Rumania collect lump-sum turnover 
taxes with rates that vary for each 
commodity but not for the individual 
concern. These taxes demand rather 
elaborate commodity classifications, the 
Austrian scheme including about 400 
articles, each of which is taxed at 
special rates; the amount of the tax is 
based on a standard percentage and 
adjusted to recognize the varying num- 
ber of processes in the production and 
marketing of each commodity. In 
France, Canada, Turkey, and Belgium 
production taxes are collected at arbi- 
trary rates without any effort toward 
equalizing the taxes on different articles. 

The production taxes are collected 
at the place of production, on importa- 
tion, or at some stage of distribution. 
They introduce certain advantageous 
features, for integration is not invited in 
the manner that it is with taxes on all 
sales; the number of taxpayers may be 
greatly reduced and tax collections are 
facilitated; the production taxes may be 
arranged to yield large revenues; each 
industry may be taxed according to its 
peculiar conditions; and in countries 
where the existing mode of sales taxa- 
































tion is sharply criticized, as in F rance, 
production taxes may be adopted to 
mollify the dissatisfied business ele. 
ments. The Austrian plan of taxation, 
which has been followed in othe; 
countries, is reputed to be practicable, 
and administration is efficiently con- 
trolled. The flat-rate production taxes 
of France, Canada and Belgium have 
also been collected with reasonable 
success. 

While properly drafted production 
taxes may be collected satisfactorily, 
experience with production taxes in 
France and other countries reveals dis- 
advantages which may render collection 
inadvisable. The act of production 
cannot always be sharply distinguished 
from the processes of consumption, 
for some commodities, such as sugar, 
are used both in business and for per- 
sonal consumption. Producers as a 
class may resent being singled out for 
special taxation; the tax rates must be |. qualizin 
higher than the rate of the tax on all |) enterf 
sales to yield an equal amount of | 7). +, 
revenue; the tax rates, in practice, are 
more or less arbitrary in the last analy- 
sis, and many inequalities of taxation 
still remain; the production taxes of the 
lump-sum variety that imitate the 
Austrian method would probably not 
be practicable in highly industrialized |) gi. mip 
countries, like Germany, where produc- | Georgia 
tion processes are constantly changing, | , very lo 
industry is diversified, and a great | tin. more 
number of articles are produced; and |) of cates 
where production taxes are used to $5,000 it 
supplement a general sales tax, as in | Georgia, 
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France, tax administration becomes |) 1),. gma] 
complicated, and control is very difficult B cally ex 
if not impossible. However, the wise | produce, 
selection of industries for taxation and | <5 the | 
the tax rates make it possible to avoid | exempt 

some of these disadvantages, and pro- from the 
duction taxes are becoming increasingly lied ei 
important. ) adjustiny 
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Classified Sales Taxes 

In the United States classified sales 
taxes have been adopted by West 
Virginia, Georgia, and Mississippi, with 
various tax rates for the different classes 
f business. These taxes are founded 
n the theory that business should be 
sified to prevent gross inequalities 
xation, and the theory assumes 
the factors of business, such as 
ts, investments, and indebtedness, 
normal relation to sales. As a 
itter of fact, even the same types of 
prise show great variations and 
ich classified sales taxes fail to consider 
peculiarities of the individual con- 
The tax rates, in practice, are 
rbitrary, and are adjusted to business 
ls only within very rough limits. 
ich enterprises as wholesaling it is 
wn that a high tax rate cannot be 
1, and here a low-rate sales tax 
tified. But the possibilities of 
lizing taxes among various types 

nterprise are seriously limited. 
he rates of the classified state sales 
taxes are largely the result of political 
mises. In West Virginia the 
‘tractive industries are pitted against 
nufacturers and the merchants, 
group claiming that the other is 
lertaxed. The law of Mississippi 
riminates against chain stores. In 
Georgia manufacturing is favored with 
ery lowtax rate. To these inequali- 
more are added by the exemptions 
sales of $10,000 in West Virginia, 
$5,000 in Mississippi, and $30,000 in 
Georgia, all of which operate to favor 
> smaller concerns. Georgia specifi- 
exempts farmers’ sales of their 
luce, but the flat-sum exemptions 
the other states would virtually 
mpt most farming. It is evident 
m these illustrations that the classi- 
d sales taxes stop short of really 
ijusting the tax to the nature of the 


mnr 
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industry and that they ignore the 
peculiarities of the individual establish- 
ment. 


Retail Sales Taxes 


Recently in this country retail sales- 
tax proposals have become popular 
and one state, Kentucky, has adopted a 
graduated tax to handicap the chains 
and other large retailers and to raise 
additional revenues. In New York 
the retail-sales tax is urged as a sub- 
stitute for part of the property-tax 
burden by the real-estate interests who 
wish to push part of their tax load off on 
the merchants. ‘Taxes on retail sales 
do not openly foster integration; in 
fact, they may be used, as in Kentucky, 
to discourage large-scale direct market- 
ing. The interest charges on business 
for carrying the tax are relatively low, 
for the tax will be collected from 
consumers immediately. The tax is 
levied on only one type of business, 
retailing, and there are fewer inequali- 
ties in tax burdens than in the case of a 
tax on all types of business. Finally, 
a retail-sales tax would be productive 
of high revenues where the volume of 
retailing is large and the tax does not 
suffer from many exemptions and a very 
low rate. It has been estimated that a 
retail-sales tax at the rate of 1.0% in 
New York would yield about $55,000,- 
000 a year.*? 

There are also disadvantages to be 
considered. Retailers are numerous, 
their sales may be small, and their 
accounting may be defective, rendering 
tax control costly and difficult. France 
and Italy experimented with taxes on 
payments in retail trade but gave them 
up because of the administrative dif- 
ficulties and the low yield, while Bel- 





Conference Board, The 
New York: 1928, 


32 National Industrial 
Fiscal Problem in New York State. 


pp. 207-211. 
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gium and Canada exclude retailers from 
taxation because of the great difficulties 
in reaching them. Furthermore, the 
act of retailing is not easily defined; the 
retailers object to especial taxation; 
and such taxes may be undesirable 
because they contain concealed penal- 
ties for the larger retailers, as is the case 
in Kentucky. 


Objections to State Sales Taxes 


There are a number of objections to 
the general sales taxes of our states 
which should be considered before such 
taxes are adopted. As stated previ- 
ously, a state sales tax is collected by a 
limited jurisdiction, and it may be impos- 
sible to shift the tax in the markets 
where foreign competition must be met. 
Thus, in West Virginia it is claimed that 
foreign vendors sell in the domestic 
markets but are not subject to the state 
tax, because a tax cannot be laid 
on interstate commerce, to the great 
advantage of foreign mail-order houses. 
Domestic merchants and manufactur- 
ers who export wares outside the state 
cannot add the tax to their prices if 
their competitors are not subject to a 
similar tax. Consumers who live near 
the state borders may also travel into 
nearby states, which have no sales 
taxes, to do their shopping free from 
sales taxation. The result is that 
domestic business is handicapped as 
compared with its competitors in both 
the domestic and foreign markets.** 

State sales taxes are being proposed 
as a method of penalizing the chain 
stores to the advantage of the inde- 
pendent merchants and their allies, 
and Kentucky and Mississippi have 





33 Cf. Jens P. Jensen, “General versus Selective 
Sales Taxes,” Proceedings of National Tax Associa- 
tion, 1929, pp. 403-412, and Hearings of the West 
Virginia Tax Commission on the Gross Sales Tax, 
May-June, 1926. 
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already enacted discriminatory sale. (their 2 
tax laws. In Kentucky the rate of the J collect. 
tax increases with the volume of sale; 
and in Mississippi the retail sales 
tax is doubled for the chains. Ther (  / °°! 
are serious objections to adopting such Mm ‘*°° 
discriminatory taxes, for it has not mm 2 PT? 
yet been satisfactorily demonstrated My ™"S™™ 
that the chains are a social and eco. unequa 
nomic menace; and, even if the pe U™°" 
chains are considered undesirable, jt France, 
is questionable whether taxes should |) “°° r 
be employed to curb their expansion, |) 2°"°" 
Taxation for non-fiscal purposes has )) 
precedents in our tariff laws, the tobacco oaeras 
taxes, and the national tax on state fm 2"? ** 
bank notes; but there are obvious ano 
dangers in attempting to settle eco- te: 
nomic issues by legislation which not | °" — 
only meddles with economic forces ee 
but also invites political abuses as one _ au 
class is favored at the expense of the he se 
other. weet 
The general sales tax may also be nm 
criticized from the view-point of con- oe 
sumers. It is regressive in its effects, "More 
taxing the poor more heavily than meas ; 
the rich, and theoretically might be]... . 
employed to offset the effects of heavy oom 


progressive taxes. However, the tax 
systems of the nations employing the 
general sales tax are already unduly 
regressive in many cases, for they draw 
heavy revenues from customs duties, 
excises, government monopolies, and | 
property taxes. Most of our state 
tax systems are also overloaded now 
with property taxes, gasoline taxes, 
tobacco taxes, and the like, and 4 
general sales tax would accentuate the 
lopsided character of our state taxa — 
tion. Theoretically, it would be possi- — 
ble to supplement the sales taxes 00 
ordinary articles with luxury taxes at 
higher rates, but the luxury-turnover 
taxes of most countries yield relatively 
little revenue, and are complicated in — 
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their administration and costly to 


Conclusions 
Foreign experience with general sales 
taxes reveals that, although these taxes 
re productive and practicable of ad- 


al 


ministration, they place heavy and 
unequal burdens on business and con- 
umers. While business interests in 
France, Canada, and other countries 
were originally enthusiastic over the 
general sales tax, today the tax is 
retained only because its revenues 
cannot be obtained from other sources, 
and it is the target of considerable 
criticism from the business world. The 
general sales tax has not proved to bea 
substitute for the income tax or excise 
taxes, which are holding their own in 
modern fiscal systems. Adopted first 
as an emergency revenue, this tax has 
been accepted by many nations as a 
normal source of revenue, due to the 
pressing needs for revenue in post-war 
ninance. 

More or less general sales taxes have 
been adopted by several American 
states and other states are considering 
proposals to enter the field, due to the 
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desire to obtain additional revenues, 
readjust tax burdens, and curb chain- 
store expansion. The experience of 
West Virginia demonstrates that a 
general gross-sales tax is practicable 
and productive, but that this tax 
introduces serious and far-reaching re- 
percussions on business. The West 
Virginia experiment is still in the con- 
troversial stage and, at the time of this 
writing, modifications in the law are 
anticipated. When a state tax sys- 
tem is already regressive in its effects, 
leaning unduly on persons of small 
income, a general sales tax should be 
avoided; its adoption would serve to 
deepen the already existing inequalities 
in tax burdens. As a matter of fact, 
about four-fifths of the revenues of our 
state and local governments are now 
derived from property taxation which 
reacts regressively on taxpayers. After 
the investigator has weighed foreign 
and domestic experience with general 
sales taxes, he is forced to the conclu- 
sion that our states should be warned 
against hasty entry into a field of 
taxation full of pitfalls and unforeseen 
difficulties. 








RECENT MOVEMENTS IN THE COMMERCIAL. 





PAPER MARKET 
By BOYCE F. MARTIN 


the rise of commercial paper! 

from comparative obscurity to a 
position of some importance in the 
money markets of the United States; 
the last decade, however, has seen two 
precipitous declines in the volume out- 
standing and, despite the recovery in 
1930, the present level is well below 
the peak reached during 1920. To 
indicate briefly the development of 
commercial-paper financing in this 
country, and particularly to consider 
some of the main reasons for the move- 
ments in the market from 1924 to 
date, are the purposes of this article. 


} ‘HE present century has witnessed 


Development of the Market 


Commercial paper, a medium of 
financing which has attained promi- 
nence in the United States alone, has 
been in use in one form or another 
in this country for some ninety odd 
years. It was not until the turn of 
the century, however, that the volume 
outstanding assumed substantial pro- 
portions. The volume continued to 
increase since bankers realized that, 
in order to provide liquid funds for 
meeting seasonal requirements and un- 
predictable emergencies, they should 
keep a large proportion of their secon- 
dary reserves in investments which of- 





1Commercial paper, as the term is used in this 
article, refers to open-market commercial-paper, 1.¢., 
promissory notes bought and sold in the open market 
by business concerns known as commercial-paper 
houses or “note brokers.” The term is not to be 
confused with finance paper, acceptances, or with the 
promissory note given by a borrower to his bank for a 
direct loan. 


fered a definite and certain maturity 
and which assured the safety of the 
principal. A satisfactory and stable 
return was also a prime consideration, 
Furthermore, it was desirable for the 
bank to be free from any obligation 
to renew some of its advances at the 
maturity of the various notes, papers 
and investments which it held. Com- 
mercial paper adequately fulfilled these 


requirements and was the logical in- | 


vestment for a portion of the banks’ 
secondary reserves. 

Open-market paper had its attrac- 
tions for borrowers also, for corpora- 


tions realized that they could obtain © 
the lowest rate of interest in a broad © 
market and, accordingly, were glad to — 


avail themselves of this means of 
financing. 


During the first two decades of the — 
century, therefore, the volume of com- — 
mercial paper outstanding continued © 


to increase. The expansion during 
the war period and the development of 
the market by the commercial-paper 


houses resulted in a total of $1,300- — 


000,000 of commercial paper outstand- 
ing in 1920.2 In the subsequent depres- 
sion, however, the volume outstanding 
was reduced with the decline in business 
activity. Contributing to this decline 
in commercial paper was the enormous 
reduction in commodity prices, which 





2 This figure is not necessarily the total amount of 


commercial paper outstanding in the United States 


as defined in footnote 1. It does represent, howeve!, 
the figures reported to the Federal Reserve Bank of 
New York by the largest dealers throughout the 
country (now totalling 21) and includes the major 
portion of commercial paper outstanding. 
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CHART I 





COMMERCIAL PAPER OUTSTANDING“ 
AS REPORTED BY DEALERS AT END OF MONTH 
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cted the financial security of bor- 
wers by a terrific loss in inventory and 
ich also reduced the amountof financ- 

- a borrower required to trade in the 
physical volume of commodities. 
Later, as industry and trade re- 
covered, open-market borrowing be- 
ame more active also and, in October 
)24, the total amount of paper out- 
nding reached $925,000,000. The 
years following, however, witnessed 
an almost steady decline until the 
latter part of 1929. ‘These movements 


are shown clearly in Chart I. 


— 


mand and Supply in the Commercial- 
paper Market 


In considering the reduction from 
)24 to 1929 in the volume of com- 


mercial paper outstanding, it would be 


ll to consider more fully some of the 
de factors of demand and 
ply which contributed to this situa- 
Some of the reasons for the 
| are so interrelated that it is 
iicult to segregate them into defi- 
e niches in either demand or supply. 


- ee 
ecimne 


banks are practically the only pur- 


chasers of commercial paper, and yet 
note brokers and banks of the larger 
class are competing for the same general 
type of business. Both are endeavor- 
ing to supply funds to business bor- 
rowers, the borrowers using the loans 
presumably in the course of business 
and the debt being self-liquidated 
through the sale of the commodities 
bought with the proceeds of the loan. 
This competition is not important 
in the case of most country banks, 
and the commercial-paper houses per- 
form a thoroughly useful function in 
collecting and _ distributing funds 
throughout the country. 

In a general summary, however, it 
might be said that the demand origi- 
nates chiefly in banks desiring to invest 
funds for a short period in an invest- 
ment providing an adequate return, 
while the supply of paper arises from 
the desire of business concerns to obtain 
temporary funds by means of the open 
market. Both borrowers and lenders 
are encouraged and solicited by note 
brokers who, as intermediaries in the 
transaction, endeavor to increase their 
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commissions by expanding the volume 
outstanding. 


Demand Reduced 


Since banks, seeking investment for 
their funds, constitute the demand in 
this market, it is pertinent to determine 
in what type of banks the demand 
originates, whether or not this demand 
was really reduced and, if so, where 
the funds which were normally used 
to purchase commercial paper were 
being invested by the banks. 

Country banks are steady purchasers 
of commercial paper, both because 
they desire a profitable, yet safe, 
secondary reserve and because loans 
to commercial customers of this type 
of bank are obviously restricted both 
as to size and diversification. The 
larger banks form a less stable group, 
the funds of these banks tending to 
flow more readily to the group of 
investments yielding the highest rate 
of return. Some indication of these 
characteristics, as they are reflected 
in commercial-paper holdings of mem- 
ber banks in the years in which data 
are available, is given in Table I. 

It is apparent that demand was quite 
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definitely reduced, for otherwise banks 
would have been attempting to pur. 
chase paper, rates would have declined, 
and the supply would have been readily 
forthcoming. It is well known that 
such was not the case, the reason being 
that banks could invest their funds 
more profitably elsewhere. It is also 
well known that a large proportion of 
these funds were being applied a; 
loans either directly or indirectly to 
finance transactions on the security 
exchanges. 

A brief survey of the conditions in 
the money market is necessary to 
outline the uses to which these funds, 
which formerly had been available for 
investment in commercial paper, were 
being applied. 


Disposition of Bank Funds 


In any discussion of the disposition 
of funds during the last few years, the 
situation in the security exchanges 
during that period is obviously of 
primary importance. During 1928 and 
1929 bank funds were being employed 
to a large extent in loans on securities 
both to brokers in the New York call 
market and to the banks’ own cus- 























Taste I. Commerciat Paper Boucut 1n THE OpEN MARKET 
All Federal Reserve Member Banks 
ooo Omitted 
Central Other 
Call Date Total Reserve oh oon Reserve ——- —— a 
City Banks City Banks 

Gh 0 OO ik icsdeceeess $456,635 No Data Available 

oe ee 389, 560 

Ser 375,501 | $47,310 12.6 $136,396 36.3 $191,795 gi.t 
June 29, 1929........... 248,609 | 26,301 10.6 82,659 33.2 139,649 56.2 
Og eae 227,574 | 12,058 5.3 71,303 31.3 144,213 63.4 
DOG. 98, TOGO. «-.cccrees 290,822 | 25,806 8.9 102,469 35.3 162,547 55-9 
Raat. OP, S000... 252000 499,286 | 82,772 16.6 209,135 41.9 207,379 41.5 
FURS 90, 8990. 66. 6c0eess 507,392 | 91,321 18.0 245,079 48.3 170,992 33-7 
GG, Ole OO cis ec cen 523,129 | 64,459 23.3 294,794 56.5 163,876 31.3 


























Source: Federal Reserve Bulletins. 
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Loans to brokers by New 





what direction bank credit was tending 


anks tomers. 

Pur } rk banks for their own account to flow. A greal deal of the expansion 
lined ‘nereased from $571,000,000 in 1923 in bank credit was used in financing 
‘adily $1,500,000,000 by the first part of purchases of securities, the remainder 
that | 1029 before loans were reduced at the being absorbed by loans on real estate. 
being hy request of the Federal Reserve Board. Member banks were also adding to their 
funds The New York banks were lending investments during this period, the 
also | only $632,000,000 in the call market total increasing 13% from June 30, 
on of ; at the end of 1923 for correspondent 1925, to June 30, 1929, or from $8,863,- 
das banks and others, but in the latter part 000,000 to $10,052,000,000. 
yt of September 1929, the loans for the Loans of all banks in the United 
urity account of out-of-town banks had in- States show a similar picture, increasing 

creased to approximately $1,750,000,- from $33,865,000,000 in 1925 to $4I,- 
iS In 000. This was a lucrative field for the 512,000,000 in 1929. The interesting 
| bo banks, for the high rates which ob- point to note, however, is that whereas 
nds, tained for such a lengthy period in the member-bank loans increased only 
for call market brought greater returns 18.5%, loans of non-member banks 
were than could have been obtained either increased 28%. Since it was not within 
through direct loans to commercial the power of the Reserve Board to 
customers, or indirectly through com- control the security loans of the non- 

mercial paper. member banks, it is logical to conclude 
Hon An accurate picture of the trend of that these banks expanded their secur- 
the loans of all member banks during the ity loans more extensively than the 
ges last few years is given in Table II member banks, which were subject 
ol below. to the suggestions and admonitions of 
ind the Board. 

red Paste II. Loans or Att Feperat RESERVE Banks were also investing in secon- 
on Memser Banxs* . 
” (in millions of dollars) dary reserves other than commercial 
aul — paper. One of these was _ bankers’ 


All Other Loans 








acceptances, and this market absorbed 


Asof| 7 — | some of the banks’ funds. The Federal 
June |Toans (Securi-| |} Real | Otherwise Reserve banks were sponsoring this 
| ties | Total Fstate maa growing market. Favorable rates at 

| nsecured , 
- which acceptances would be purchased 
me | | l were established by the Reserve Banks. 
= ~— ng gs 24338 111599 Such a procedure was quite different 
1927 |22,938 5 selina 3001 aad neg from the custom in the commercial- 
1928 |24,303) 9,068/15,235| 3,068, 12,167 paper market where the bank usually 
1929 [24,541 9759)14,781| 3,164, 11,618 held the paper until maturity. Ac- 
‘930 |23,930)10,42613,504) 3,155] 10,349 ceptances outstanding increased as a 


' | 





result of these and other factors from 
the monthly average of $700,000,000 
outstanding during 1925 to the $1,300,- 
000,000 average during 1929. The 
growth in volume of acceptances out- 
standing is not due to the investments 
of banks alone, for the Reserve banks 


Source— Federal Reserve Bulletins. 
“xcluding open-market loans (other than street loans), 
loans to other banks. 


Since loans on securities increased 
45% from 1925 to 1929 while com- 
mercial loans increased only 0.6% dur- 
ing the same period, it is evident in 
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hold, either for their own account or 
for the account of foreign correspon- 
dents (chiefly central banks), about 
half of the total outstanding. The 
banks themselves also hold accep- 
tances for foreign correspondents and 
customers. 

Treasury certificates were also used 
as part of the secondary reserves 
of many banks. The fact that these 
certificates were tax free and that the 
purchase resulted in a government 
deposit encouraged their use by banks. 

A number of banks also developed 
subsidiary investment companies or 
organized security departments to ac- 
commodate their customers during the 
period of increasing interest in the 
fluctuations of the security exchanges. 
Some funds were diverted to invest- 
ment in these subsidiaries and it was 
also necessary at times to lend money 
to these subsidiaries or to the invest- 
ment departments. This new field 
provided an opportunity for profitable 
uses for bank funds which had been 
released from other sources or secured 
through increased deposits. The de- 
mand for funds increased with the 
activity in the security markets and 
some of the banks’ available funds were 
absorbed there rather than in the 
commercial-paper market or in loans to 
commercial customers. 

There is a possibility also that the 
amount of commercial paper outstand- 
ing was reduced somewhat by the 
merger and consolidation of interests 
in the banking field. This concentra- 
tion of resources might have enabled 
certain banks to supply more ade- 
quately the demand for funds from cer- 
tain quarters, and thus employed funds 
directly as loans rather than indirectly 
through the commercial-paper market. 
This would have resulted not only 
from the concentration and increase 


in the amount of funds available 
from one source, but also through the 
wider contacts and more intensive 
development of new business. The 
increased capitalization of banks also 
increased the actual amount that could 
be loaned to one customer under the 
10% restriction. 

The decline in demand from banks 
for commercial paper can be attributed, 
therefore, to the application of banks’ 
funds in the security markets, both 
directly and indirectly, to the invest- 
ment in secondary reserves other than 
commercial paper, and also to the other 
investments and uses which were 
deemed more profitable and satisfac- 
tory than commercial paper. 


Decline in Supply 


One of the major factors in the 
decrease in supply of commercial paper 
has been the large surplus funds which 
have been accumulated by industria! 
concerns during the last few years. 
There has been such an abundance of 
these surplus funds that the corpora- 
tions have been in the anomalous 
position of serving as lenders in the 
money market, where heretofore they 
had been borrowers. Surplus funds 
of these corporations found their way 
to the security exchanges. As evidence 
of this it may be pointed out that in 
New York the loans to brokers by the 
banks for the account of “others” 
(in which classification the loans by 
corporations would be included) in- 
creased from a comparatively small 
total of $564,000,000 in the early part 
of 1926 to the sum of $3,823,000,000 
during the fall of 1929. 

The sources from which such funds 
were derived included the large volume 
of new security issues which flooded the 
all-absorbing bull market. The total 
of new security issues in 1929 was 
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ximately $11,600,000,000, 50% 
. than the total of $7,100,000,000 
| in 1925. Although such issues 
not solely those of operating in- 


trial enterprises, many operating 


npanies did avail themselves of the 


yrtunity to secure new funds in 


manner. The amount of credit 
red to finance the trading of such 


irities created a demand for funds 


corporations were ready and 


pO ee oe 
profits which the majority of 


panies enjoyed through the period 


the security 


sperity since the beginning of 1925 
supplied the corporations with 
which could be used either 
reased working capital or as loans 
market when the 
ration was not in immediate need 
funds. Supplied with these 

s, it was not necessary for many 
corporations to seek any further 
from the open market by selling 


r commercial paper. 


nother 
ime of open-market borrowing was 
e high level of rates on prime commer- 


factor which limited the 


paper. During 1928 and 1929 
were unusually high, as a reflec- 
f the abnormal tension in the 
y market resulting from the fever- 


demand for funds on the security 


hanges. 


Industrial concerns were 


anxious to pay such high prices 


their money and sought funds from 


rces less expensive. 


ived 


The average 
on prime 4-6 months commercial 


paper was 4% in 1927, 4.84% in 1928, 
nd 6% in 1929. 


To this figure must 
dded the commission of 4% re- 
by the note broker for each 


ie, which increases the cost of open- 
rket borrowing by 4% to 34% 


Ail 


rly. One dealer has said that firms 


nmercial and Financial Chronicle, Vol. 132, 
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are apathetic towards the use of the 
open market when the cost of borrowing 
rises above 5%. It was natural, there- 
fore, for these firms to rely less on the 
open market than they had done 
previously. 


CHART II 
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Since the firms in a position to use the 
open market are, for the most part, 
of the highest credit standing in their 
respective industries, they have been 
able to secure preferential rates from 
banks on direct loans. Some concerns 
have financed their seasonal require- 
ments in this manner. The trend 
during the past few years, however, 
has been definitely away from financing 
for short periods only. A reflection 
of this situation is given in figures 
derived by the New York Federal 
Reserve Bank and covering a part of 
the period under survey. In this study 
it was found that the bank debt of 
39 selected companies declined from 
$52,000,000 in 1922 to $40,000,000 in 
1927. It was also found that the ratio 
of invested capital to current debt 
increased from 3.02 to 5.12 during the 
same period.‘ The result of this trend 


4 Recent Economic Changes, Vol. Il, p. 682. New 


York, McGraw-Hill Book Company, Inc., 1929. 
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has been that, even with the expansion 
of business, direct borrowings from 
banks increased but slightly in these 
years, and borrowing in the open 
market declined materially. 

The supply of commercial paper has 
been limited further by the fact that 
two of the industries which were among 
the first four in total number of firms 
using the open market in 1924 have 
not been exceptionally prosperous dur- 
ing the last few years. In 1924 the 
textile industry was by far the largest 
user of the open market, the number 
of firms classified under this head then 
comprising 33% of the total analyzed 
by the National Credit Office. This 
total included the major groups using 
the market, and represented well over 
half of the entire number of firms 
issuing commercial paper. The mis- 
fortunes of the textile industry are too 
well known to repeat. The consensus 
of opinion among dealers is that the 
paper of these companies on the whole 
is not so strong as it was. Although 
the firms in this industry still comprise 
the largest group in the market, the 
proportion is not so great as it was in 
previous years.5 Furthermore, the 
firms are not using so much paper 
yearly as formerly was the case. 

Leather companies, the fourth largest 
group and comprising 8 % of the total in 
1924, have also been among the less 
profitable concerns. 

The increasing volume of acceptances 
outstanding may also have served to 
decrease the supply of notes on the 
commercial-paper market. The _ re- 
markable increase in use of this medium 
of financing has been mentioned above. 
Acceptances were not substituted di- 
rectly for commercial paper in active 


5 Department stores are classified as ‘“‘textile” 
and this aids the textile group in maintaining its 
leadership. 


trade in the United States but were used 
to a considerable extent to finance 
storage of goods in warehouses. Ac. 
ceptances drawn for this purpose in- 
creased from $75,000,000 in 1925 to 
$260,000,000 in 1929. It is possible 
also that concerns which formerly used 
the open market for seasonal financing 
of exports have turned to the accep- 
tance market as a cheaper source of 
supply. 

The banks have been active in en- 
couraging the development of accep- 
tance financing, for they would prefer to 
have a concern, particularly one to 
which they were lending directly, con- 
duct all its financial transactions 
through their own banking institution. 
The bank would serve in financing by 
acceptances, and incidentally collect 
a commission, and would thus be able 
to control the financing of the company 
more definitely. This would not have 
been the case had the firm used the 
open market. 

Another one of the possible causes of 
decline in commercial paper outstand- 
ing was the fundamental change in the 
merchandising policy of the country. 
The amount of inventories that dis- 
tributors and others required for their 
business has been reduced by hand- 
to-mouth buying. This obviously re- 
duced the amount of commercial paper 
which concerns issued to carry these 
inventories when they were to be in- 
creased at certain periods. 

Another change which has been more 
or less distinctive of the last decade has 
been the rise of finance companies 
and the increase in volume of goods sold 
on long-term credit. Installment sales 
were usually inaugurated to increase the 
volume of sales, rather than to transfer 
financing to another medium; but in 
some cases this new method of financing, 
either by the concern itself or by finance 
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houses, reduced the amount of paper 
which the firm found necessary to issue. 

The increase in number of mergers 
and consolidations in business enter- 
orises may also have had some effect 
on the amount of commercial paper 
utstanding. In some instances, the 
consolidation of interests made possible 
the more efficient utilization of funds, 
since the seasonal peaks of all the 
concerns involved did not fall within 
the same period. This reduced the 

mount of funds required from the 
mmercial-paper market. 

Since it was the strongest and usually 
the largest companies which could take 
the fullest advantage of favorable con- 
ditions for issuing new stocks, these 
firms were lost to the note brokers, 
and it was necessary for these houses 

eek new customers and persuade 
hem to use the open market. The 
ew customers were usually smaller 
ncerns and did not issue so much 
paper yearly. This change was evi- 

enced after the depression of 1921, 

in 1922 the average borrower on 
open market issued $990,000 yearly, 


whereas in 1925 this amount was 
luced to $719,000 yearly. ‘The trend 
ntinued through 1929, when the 


verage fell to $518,000.° 
lt appears, therefore, that the ease 
with which funds could be obtained 
rom other sources, such as from the 
public by the sale of securities, was the 
ndamental cause of the decrease in 
supply of paper. The increased 
lemand for credit in the security 
market was reflected in the high rates 
prevailing in the money market. This 
high level of rates forced firms that 
rmerly used the open market to 
orrow elsewhere, and also gave the 
banks an opportunity to receive greater 
returns from funds invested in reserves 


* Figures supplied by the Bank Service Department, 
nal Credit Office. 
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other than commercial paper. It ap- 
pears that bankers and corporations 
turned to this intensely active market 
almost simultaneously, and commercial- 
paper houses had a difficult time in 
securing companies which would use 
the open market and also in persuading 
banks to purchase this paper. 


Effect of Decrease on Commercial-paper 
Houses 

Faced with the dilemma of having a 
smaller volume of paper to sell and 
fewer customers who wished to buy 
such notes, some of the commercial- 
paper houses attempted to branch out 
into other fields of activity to bolster 
up their declining profits, and a few 
were forced to retire from business 
completely. One of the most profitable 
fields for former commercial-paper 
houses was the development of their 
investment-banking business, originat- 
ing the securities for the customers 
whose paper they had formerly handled 
and also securing new customers who 
were anxious to receive funds from 
this fruitful source. In some cases 
these houses had already been supply- 
ing both types of funds. In other 
cases, commercial-paper houses turned 
to this medium of profit-making when 
their sales of commercial paper fell off 
so materially. There were also a few 
who sold or otherwise relinquished 
their commercial-paper business en- 
tirely and devoted all their activities 
to the development of the security 
business and its affiliated fields. 

As in every business situation of 
this type, there were some houses 
which were able to continue in their 
usual line of activity and handle enough 
paper to enable them to make a fair 
profit. Even these houses suffered 
some decline in earnings, for the de- 
crease in demand from banks was not 
conducive to prosperous conditions for 
the commercial-paper houses. 
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It was imperative, therefore, that 
these houses change their policies in 
some manner to adjust themselves to 
the changed conditions. For this rea- 
son, there was also in some cases a 
trend towards an even greater special- 
ization in the commercial-paper market. 
This specialization in some instances 
took the form of concentrating pur- 
chases of paper in particular sections 
of the country. Another development 
by one commercial-paper house was 
that of closer relationships with the 
concerns whose paper it handled. Inti- 
mate contact with the _ concern, 
regularly scheduled inspection of the 
business and plant, and frequent sug- 
gestions as to financial and other 
policies were the features of this new 
development. In other words, the 
commercial-paper house attempted to 
develop a friendship and contact even 
closer and more specific than that of 
the commercial banker. A feature of 
this new plan, as it is now in effect, is 
the payment, by the company whose 
business has been secured, of an annual 
fee to the commercial-paper house for 
the paper issued and services rendered, 
even though the concern may not have 
issued any paper during a specific 
fiscal year. This change was as defi- 
nite and radical as the change in the 
earlier part of the century from the 
broker who advanced no money until 
the paper was sold, to the broker who 
paid for the notes before they were 
received and carried them until they 
were distributed. 

Although the majority of commercial- 
paper houses are partnerships, there has 
been a small movement to consolidate 
interests. This has been done by the 
development of the correspondent 
system, with elaborate legal documents 
stating the position and power of the 
various associated dealers. Such a 
movement has been considered ad- 


vantageous for covering the entire 
market adequately, both from the 
standpoint of securing customers and 
providing service to them, all over the 
country, and for supplying the demand 
for this paper from banks in various 
sections of the country. There is an 
economic justification for such a merg- 
ing of interests when the parties con- 
cerned are in different localities and 
can thereby prevent duplication of 
effort. There is also a possibility that 
economies may be effected in the 
development of new accounts and in 
distributing paper to the various banks. 


Commercial Paper during 1930 


The striking dissimilarity of move- 
ments in the volume of commercial 
paper outstanding during the early 
part of the 1930 depression and that of 
1921 is noticed in Chart I. There are 
obvious reasons for the diametrically 
opposite movements during periods of 
comparable reduction in __ business 
activity. 

The difference in type of the two 
depressions, which has been commented 
upon at such length during the last few 
months, is one of the most important 
factors. The inflation of prices and 
the enormous inventories piled up 
during 1920 were reflected directly in 
the amount of commercial paper out- 
standing, since one of the prime motives 
for using this medium of financing was 
to allow business concerns to enlarge 
their inventories at certain periods, 
which varied with the type of business. 
There was no such extensive use of 
funds in the security markets in 1920 
as there was in 1928 and 1929. Banks 
had sufficient funds, therefore, to absorb 
the supply of paper which flooded 
the market during 1920. Consequent- 
ly, there was no obstacle to the expan- 
sion of commercial paper outstanding. 

The discussion above shows that 
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ns were quite different in 1928 

1929. The situation was re- 

_ however, subsequent to the 
sreak in the stock market in the latter 
art of 1929, and the amount of paper 
becan toincrease. Bank funds became 
ailable for investment, and although 
isiness was declining, there was 
activity to warrant concerns in 
ng funds from the commercial- 
market for seasonal and other 


i\ 


The amount of available funds from 
banks increased as the year proceeded. 
In evidence of this, investments of 
member banks increased approximately 
$1,000,000,000 from the close of 1929 

September call date in 1930. 
ember banks also reduced their in- 
lebtedness at the Federal Reserve 
Banks. This debt averaged $1,000,- 
00,000 in 1929, and was reduced to an 
iverage of $200,000,000 throughout a 
arge part of 1930. The commercial 
ans of member banks had also been 
as seen in Table II, and this 
le also provided surplus funds. 
Other funds were made available by 
the decreasing amount of loans on 

Brokers’ loans reported by 
banks decreased until the 
year-end figure was only $1,556,000,000. 
[he large gold imports during 1930 
ind the decrease in money in circula- 
also provided additional funds. 

of the funds made available 
these various sources were in- 
‘ted in commercial paper, as shown 
lable I by the increase during 1930. 
funds were invested in accep- 
tances, particularly in the larger 
banks.’ It is obvious, therefore, that 

‘e was a plethora of funds which 
ks were willing to invest. 

Business concerns took advantage 
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Ither 


¢ Monthly Review of the Federal Reserve Bank 


vew York, Dec. 1, 1930, p. 91, and also American 
eptance Bulletin, Vol. 12, #12, p. 23. 
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of the renewed interest by banks in 
the commercial-paper market by in- 
creasing the amount of commercial 
paper issued. ‘This increase was stimu- 
lated by the declining rates (See Chart 
II). The expansion in outstanding 
paper during the early part of 1930 is 
readily noticed on Chart I. This con- 
tinued until May when the volume 
decreased again. ‘The renewed interest 
in commercial paper was also aided 
by the premature and short-lived up- 
turn in business in the spring of 1930. 
This probably was instrumental in 
convincing business concerns that con- 
ditions would not be far below normal, 
for the depression then was not forcibly 
evident. With business activity de- 
clining even further, however, there 
was no necessity for any extensive 
use of the commercial-paper market. 
Prices of commodities were also de- 
clining, and this reduced the amount 
of paper necessary to finance the pur- 
chase of the same physical volume of 
goods. The volume declined, despite 
the fact that demand from the banks 
was still good, and culminated in the 
seasonally low point of $357,000,- 
000 reached at the end of Decem- 
ber, 1930. Thus, after an abnormal 
period of increased volume during a 
business depression, the volume of com- 
mercial paper outstanding reflected the 
business situation in its normal manner 
and declined sympathetically. 


Probable Future of Commercial Paper 


In a consideration of the probable 
future of the commercial-paper market, 
the conditions as to both supply and 
demand must be determined and an 
estimate made of the effect of these 
various factors on the volume of com- 
mercial paper outstanding in the future. 

Until the mists of uncertainty in the 
business situation clear away it is 
probable that banks will be willing to 
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hold larger sums of paper than they 
did during times of prosperity. In 
view of the numerous bank failures 
and the general murky credit situation, 
banks are anxious to keep their assets 
rather liquid in order to meet ade- 
quately any emergency. These banks 
will also have the funds to invest in 
reserves such as prime commercial 
paper since their loans have been 
distinctly curtailed. Thus the demand 
for commercial paper should continue 
firm until other factors change this 
situation. 

With the increase in business and a 
recovery in the security markets, 
the money market may be expected 
to tighten somewhat and banks will 
be seeking higher returns from the in- 
vestment of their funds. When the 
funds are not flowing so freely to the 
commercial-paper market, the amount 
of paper issued by business concerns 
may be expected to be somewhat 
smaller in volume. 

The present is not a propitious time 
for financing by new security issues, 
in view of the existing conditions on the 
security exchanges, and firms have 
been relying on the commercial-paper 
market or bank loans for the current 
funds they may have needed. It is 
possible, however, that with the in- 
creasing volume of business, concerns 
may need further funds for seasonal 
and other requirements. This should 
cause a somewhat increased amount 
of paper to be originated. Rates will 
not be a deterring factor in this move- 
ment until the costs of financing by 
the commercial-paper market have risen 
materially from their present levels. 
Therefore, there should be a slight 
increase in paper outstanding con- 
currently with the improvement in 
general business conditions. 

When rates have risen somewhat 
and better conditions are obtaining 
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in the security markets, and the need 
for funds for capital expansion as wel] 
as seasonal requirements becomes ap- 
parent, it is obvious that business 
concerns will not be so ready to use the 
open market as a medium of financing, 
Therefore, a moderate recession from 
the higher level may then be expected, 


Conclusion 


In view of the new fields of financing 
which have been developed during the 
last few years, and the small likelihood 
that any such inflation of commodity 
prices as was present during 1920 may 
be expected in the immediate future, 
the total of commercial paper out- 
standing cannot be expected to reach 
the peaks established during 1920. 
It is equally obvious that such con- 
ditions as prevailed in the security 
and money markets in 1928 and 1929 
will not develop again within the next 
few years. It is not expected, there- 
fore, that the level of commercial paper 
will decline to the low points reached 
during 1929. 

Present conditions in demand and 
supply of commercial paper, as pre- 
sented above, justify the expectation 
that there may be an increase during 
the first few months of recovery; but 
after this moderate expansion in the 
volume outstanding, it appears that 
the amount will probably decline 
slightly to a level somewhat above that 
which prevailed during the latter part 
of 1930. There is still a substantial 
place in the money market for com- 
mercial paper, but the limits of financ- 
ing by this medium are fairly well 
established. Conditions in the future 
will probably change this position, 
but no evaluation of the various factors 
and their relative effect can be made 
until their influence has become dis- 
cernible in the commercial-paper 
market. 
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BECOMING A DIRECTOR—A BUSINESS HONOR 
OR A FINANCIAL BOOMERANG? 


By MARVIN BOWER 


ERY few business men in the 
V tics States would decline a 
directorate in the United States 
And very few busi- 


Steel + rp ration. 


ness men in Paris, Kansas, would 
decline a directorate in the Paris 
General Store, Inc. Since there is 


probably no other parallel between the 
two Cc rporations, it is interesting to 
nsider why this one exists and what 
he consequences of it are. 
One of the best ways to flatter a 
isiness man is to offer him a position 
board of directors. The general 
ng that business prestige attaches 
membership on any board of direc- 
rs, no matter what the condition or 
mportance of the company, blinds 
isiness men to the risks often involved 
in such membership. If the responsi- 
bilities of a director were more fully 
ppreciated perhaps some of the glam- 
would be done away with, and 
t would be seen that what often appears 
be a business honor is a financial 
omerang in disguise. 
’articularly in times like the present 
it important that directors realize 
‘risks of their positions. Each day 
the papers carry stories of scores of new 
rporate failures, and the indexes of 
‘ailures have shown a steady upward 
trend. In the past the number of 
‘ailures has grown larger even after the 
business cycle has definitely turned up; 
reditors who will be lenient when 
usiness is scraping bottom refuse 
‘urther extensions when improvement 
Recently an increasing num- 
ber of suits have been filed against 


~ ~ 


ppears. 
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directors personally, for management 
and personal profits made at the 
expense of the company or for illegal 
declaration of dividends, and as an 
outgrowth of some form of disaster to 
the company. 

Each corporate failure means that 
its three or more directors are potential 
objects of personal attacks by creditors 
and perhaps stockholders. When the 
failure is of some consequence or if there 
is bad blood involved, the corporate 
wreckage is carefully raked over by 
counsel for creditors with the hope that 
some evidence may be discovered upon 
which to base an action against direc- 
tors personally for the debts of the 
corporation. Notonly should the busi- 
ness man accept a directorate with his 
eyes open to the possible consequences 
of membership on the board, but a 
director at the present time especially 
should know how to govern himself so 
as to avoid personal liability. 

No effort is made here to deal with 
the position of directors of the larger 
corporations where members of the 
board act under the constant advice 
of their personal or company counsel. 
While these larger corporations do a 
major portion of the country’s business, 
they are greatly outnumbered by the 
small and medium-sized corporations 
engaged in local banking, merchandis- 
ing, and manufacturing. ‘There are 
thousands of these small corporations, 
each of which has three or more 
directors. 

The great majority of these many 
directors of the small corporations have 
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no regular personal attorneys, and the 
corporation itself does not act under 
constant legal guidance. These smaller 
corporations are often quite loosely run 
and informally managed. With all 
the stock closely or at least locally 
held, there is no great pressure exerted 
by stockholders for frequent formal 
reports. Most of those owning the 
stock and managing the company may 
even be personally acquainted with 
each other, and directors’ meetings 
are infrequent and informal. Every- 
one is quite happy until creditors close 
in and demand receivership or bank- 
ruptcy. Directors are later shocked to 
receive summons in suits brought by 
creditors against them personally. 

It is unnecessary, in order to avoid 
personal liability, for the directors of 
such corporations to seek constant 
advice of counsel on ordinary matters, 
if certain general rules of conduct are 
borne in mind and certain precautions 
taken at the outset. Fortunately, the 
law has so developed that the honest 
and careful director can usually avoid 
personal liability without keeping coun- 
sel constantly by his side. Nor need 
the director have any technical knowl- 
edge of the law. It does assume, how- 
ever, that he is familiar with certain 
fundamental rules governing his con- 
duct. The law throws around directors 
and stockholders a shield against per- 
sonal liability but it lays down certain 
rules which must be followed in order 
that the shield will not be snatched 
away. 

This article is not an attempt to 
explain to the director how to be his 
own lawyer; that would be as foolish 
as an article upon “How to Be Your 
Own Doctor.” Experience shows, how- 
ever, that the director of the small 
corporation will not employ counsel 
until he is in trouble. The knowledge 


of a few “rules of corporate health” 
will often obviate the necessity for the 
emergency employment of counsel to 
extricate oneself from entanglement; 
which could easily have been avoided 
but from which it is difficult for one 
to escape unscathed. 


Things to Consider before Accepting a 
Directorate 


When a business man is offered q 
position on the board of directors of a 
small corporation, there are certain 
things which it would be well for him to 
consider before accepting it. He need 
not seek advice of counsel but he should 
not blindly accept without giving the 
matter the benefit of his own best 
judgment. 

It is always interesting and some- 
times important to inquire the motive 
behind the offer of the directorate. 1s 
the offer made because the prospective 
director will bring business to the 
corporation? Or is it because his judg- 
ment is desired in managing the affairs 
of the concern? Perhaps the other 
directors wish to use the influence of 
his name in obtaining credit or in 
selling more stock to the public. If he 
cannot satisfy himself that the motive 
in the minds of those offering him the 
position is a legitimate one, he should 
refuse to accept it. 

It would be wise for the prospective 
director to procure a copy of the 
Corporation Act! of the state in which 
the company is incorporated* and to 
examine the articles of incorporation 
and the by-laws of the corporation. 
The provisions covering the duties 
and responsibilities of directors wil 





1 Copies may sometimes be obtained from banks 
and accounting firms, otherwise from the Secretary ©! 
State. 

2 The law of the state of incorporation always 
governs in these matters. 
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be expressly covered in these three 
documents and usually in language 
understandable without judicial inter- 
pretation. If not entirely clear to the 
layman director, it will at least indicate 
+o him the situations in which he should 
-ercise added caution or, when they 
arise, obtain advice of counsel before 
he becomes personally involved. The 
examination of these documents is 
lom made by prospective directors, 
the suggestion is not made with 
. thought that it will greatly change 
prevailing custom. While such an 
examination can be overlooked without 
y endangering the careful direc- 

it is, nevertheless, advisable. 
If the prospective director has any 
bt as to the honesty of the present 
rs of the company and would not 
want to vote to dismiss them, he 
| better not accept membership on 
the board. Failure to apprehend dis- 
sty in the officers and oust them 
re loss to the company has occurred 
ne of the most usual grounds for 
personal recovery against directors.® 
articularly if the prospective director 
ome other personal contact with 
ficers and doubts their honesty 
ld he refuse to become a director. 
He will thus avoid the embarrassing 
n of risking personal loss or 
ing to dismiss a friend or acquain- 
nce of whose honesty he is not certain. 
Vhen all the officers and directors are 
idents of the same small city or town, 
personal element makes the problem 
ven more difficult one. One should 
y chary about placing oneself in 

h an onerous position. 

If the prospective director does busi- 
with the concern, he should be 
nt about accepting the position. 


— + 


ior example, case in footnote 8 post. 
t, p. 10. 
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As is pointed out later,‘ there are 
certain formalities which must be ob- 
served when a director makes a profit 
from business done with the com- 
pany in which he is a director. His 
future course of action may be ham- 
pered by these formalities; at least 
he is placed in a position calling for 
caution to avoid liability. On the 
other hand, the directorship may in- 
crease the business which he wil! do 
with the corporation, and the rules 
laid down by the law may impose 
no undue hardship upon him. These 
things should be considered before 
acceptance, however. 

It is well to learn with what formality 
the company is run, whether the books 
are audited regularly, whether the 
board meets regularly, whether minutes 
of the meetings are kept, whether 
the directors act only upon resolution, 
and whether corporate procedure gener- 
ally is carried on in a businesslike man- 
ner. If these formalities are observed, 
the directors obtain added protection, 
as will be seen later. A business man 
should be cautious about becoming 
associated with a company which holds 
infrequent and irregular meetings, 
keeps no minutes, has no regular audits, 
and does everything in a generally hap- 
hazard manner. Particularly should 
he avoid such a company when it is 
known that it is now or is apt to be in 
financial difficulties, because, as has 
been pointed out, the risk attached to 
directorship in an unsuccessful com- 
pany is immeasurably greater. 


Must a Director Really Direct? 


One of the first questions which 
occurs to the business man who is 
offered a directorship is, how much 
time and attention will it take? And 
the director of the corporation often 


asks himself, how much time and 


—_“~Trr 7" eee. 
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attention must I devote to the manage- 
ment of the corporation ? 

It is well settled that the directors of 
a corporation are personally liable to 
the corporation for losses caused by 
their negligence, but there seem to be 
two views as to the standards of care 
which must be maintained in order to 
avoid negligence.’ Most states require 
the directors to devote that amount 
of care to the business “which ordinary 
men would give under the circum- 
stances.”® ‘Thus the directors of a 
savings bank, which solicits the ac- 
counts of small depositors seeking a 
high degree of safety, must devote more 
attention to their business than the 
directors of the local cartage company 
must devote to theirs. In some states 
the stricter rule is laid down that the 
director must give such care to the busi- 
ness as “he shows in the conduct of his 
own affairs of asimilar kind.”? Hence, 
if the director is certain that the atten- 
tion he is giving to the business is that 
which ordinary men would give to their 
own business, then he may be certain 
that he is acting so as to avoid liability. 

In the cases where directors have 
actually been held liable for negligence, 
their negligence has been quite clear. 
Liability has been imposed when an 
officer for years looted the company 
in such a way as to have been evident to 
directors had they given any supervi- 
sion at all to the business,’ as well as 
when the cashier of a small bank 


5 It should be realized that the law of every state in 
corporation matters is a separate body and may differ 
in details. The aim in this article is to give the 
general rule or the strictest rule, so that the director, 
knowing the strictest rule, will be certain of avoiding 
liability in his own state. 

® Briggs v. Spaulding, 141 U. S. 132, 11 Sup. Ct. 
924 (1891). 

— v. Brown, 177 N. C. 65, 97 S. E. 743 
(1919). 

8 Lyons 9. Corder, 253 Mo. 539, 162 S. W. 606 (1913). 
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embezzled consistently and might haye 
been discovered by a simple adjustment 
of the accounts.°® 

The directors need have no knowl. 
edge of the routine of everyday busi. 
ness, but they should have some general 
knowledge of how the business is ryp. 
For example, in a small bank they 
should make a general examination of 
the bank at reasonable intervals and 
should know to whom and in what 
amounts the largest lines of credit are 
being extended. 

All the law requires of directors on 
questions coming before them is the 
exercise of honest judgment. They are 
not responsible for mistakes of judg- 
ment, however foreseeable, nor do they 
guarantee in themselves possession of 
skill and business acumen.” Directors 
are not insurers of the honesty of the 
officers, but may be liable if they select 
officers known to be dishonest or if the 
results of the dishonesty could have 
been prevented by their diligence. 
They are not liable for discretionary 
acts or for lack of experience." 

Directors must exercise supervision 
over the officers to whom they delegate 
the actual management of the corpora- 
tion. The directors are not expected 
or required to interfere in the manage- 
ment by the officers but they must 
keep themselves informed in some detail 
of its affairs. While the case did not 
involve the personal liability of direc- 
tors, the court in the Youngstown- 
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Bethlehem Steel Case held that the the direc 
procedure for carrying out the proposed general a 
merger between the two companies did take tows 
not comply with the Ohio Corporation to most 
the corpo: 
® Campbell o. Watson, 62 N. J. Eq. 396, 50 A. 120 in mind 1 
(1901), “ Naas ae cannot | 
ver erren 2 Revere, att hop. Div 3847 HE ching de 
11 Barnes 0. Andrews, 298 Fed. 614 (U. S. D. C. In acting 
N. Y. 1924). good fait 








-- because the transaction had not 
been properly presented to and passed 
spon by the board of directors. 

‘A director may be certain that he is 
adhering to the standard of care re- 
quired by the law if he attends meetings 
regularly, exercises his honest and best 
‘udgment, gives general supervision to 
the work of the corporation and its 
fficers, and keeps in mind the stricter 
rule of treating the business as his own. 
The standard is not exacting, and the 
irts do their best to allow honest men 
ict reasonably. However, if a direc- 
tor cannot maintain this standard and 
t give the business reasonable 


cannot 


tion, it is safer to resign. 





L 


Relation of Director to Corporation 


If a director understands clearly his 
relation to the corporation, he will 
always have something to guide him in 
his actions with regard to corporate 
matters. 
[he law has not clearly settled just 
what the relation of the director to the 
poration is, and this is not the place 
review the conflicting statements 
by the courts of the various 
But if a director will always 
regard himself as a trustee for the 
rporation and so govern his actions, 
then he can be sure that he is not 
acting so as to incur personal liability. 
(he corporation and not any indi- 
vidual or group of stockholders should 
be regarded as the beneficiary for whom 
ne director, as trustee, acts. The 
general attitude which a trustee must 
take toward the beneficiary is familiar 
to most business men. The good of 
the corporation must be kept constantly 
1 mind in all action, and the directors 
nnot benefit personally from any- 
ing detrimental to the corporation. 
in acting for the corporation the utmost 
good faith should be observed. The 
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key to the attitude to be taken is 
subservience of self-interest to the good 
of the corporation. 


Dealings with the Corporation 


Particularly when the director carries 
on business for himself with the cor- 
poration must the duty to conduct 
himself as a trustee be kept in mind. 
The law scrutinizes very carefully any 
of the director’s transactions with the 
corporation which result in profit 
for himself. The director must make 
full, fair and complete disclosure to the 
rest of the Board of all the circum- 
stances attending any transaction 
which will benefit himself.12 He should 
state the profit which he will make and 
demonstrate that the transaction is a 
fair one for the corporation. Then 
when the rest of the Board votes on it, 
he must refrain from voting. What- 
ever interest the director has in the 
transaction must be disclosed to the 
Board. In short, the most scrupulous 
good faith must be observed, or the 
corporation may avoid the transaction 
later when it learns that the director did 
not observe good faith but drove a 
hard bargain. If the transaction is 
later avoided by the corporation and 
the director brings suit to enforce 
his contract, the burden is on him to 
show that the transaction was fair.’ 
In some states the courts allow no 
dealing at all between the corporation 
and its directors.'4 If the corporation 
learns later that the director has made 
secret profits, it can force him to ac- 
count for them; this situation usually 
arises when the corporation becomes 
insolvent and when the trustee in 


12 Cf. Cowell 0. McMillan, 177 Fed. 25 (1910). 

13 Cf. Hodge o. U. S. Steel Corp., 64 N. J. Eq. 37, 
54 A. (1903). 

14 Cases which seem to be to this effect have been 
decided in Cal., Conn., Ind., Maine, and Mass. 
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bankruptcy makes every effort to 
gather assets with which to meet 
liabilities. 

A director abuses his position of 
trust when he purchases property which 
he knows the corporation is going to 
need and then sells it to the corporation 
at an advanced price.'® <A director can 
not buy claims against the corporation 
known to be insolvent for less than 
their face value and hold them for full 
value without a full and fair disclosure. 
The purchase of property from the 
corporation by a director is subject 
to the same scrutiny by the courts as 
sales to the corporation, and the same 
full and fair disclosures must be made. 

If a director finds that he must 
deal continually with the corporation, 
he may find it inconvenient to meet 
these rules. An isolated transaction 
between the directors and the corpora- 
tion can be handled without hardship, 
although when substantial amounts 
are involved advice of counsel should be 
sought, particularly if the corporation 
is not a prosperous one. The United 
States Steel Corporation has a special 
provision ir its by-laws to handle 
transactions with other corporations 
in which its own directors are in- 
terested; the special provision calls for 
ratification by a specified number of 
directors. The reason given for having 
the special provision is that the directors 
are usually men of large affairs and are 
apt to have dealings with the corpora- 
tion. Ina small community the direc- 
tors are also apt to have dealings with 
the corporations in which they are 
directors, and it may be wise to write 
the method for handling such trans- 
actions into the articles of incorporation. 

If the directors have continual deal- 
ings with the corporation, they may 





18 Gilmore v. Gilmore Drug Co., 279 Pa. 193, 123 A. 
730 (1924). 


find it more advisable to resign thei; 
directorships than to run the risk of 
having the transactions voided |ater 
because they have not made the proper 
disclosure. They may prefer to resign 
rather than make the full disclosure 
which is necessary to make certain 
that the transaction will not be avoided 
later. And it would seem Particularly 
advisable to resign if the corporation 
is headed toward disaster and the 
director wishes to continue dealings 
with the corporation on a cash basis, 
If the director, in dealing with the 
corporation, will remember the stand- 
ard to which he must adhere, he may 
feel quite safe. He need not feel that 
he is walking on the edge of a precipice. 
Like any other creditor the directors 
may, for example, loan money to the 
corporation and take security for it. 
But dealings with the corporation call 
for the taking of special precautions. 


Purchasing Shares from the Stockholders 


The relation which the director bears 
to the individual stockholder is even 
more in dispute than is his relation to 
the corporation. Is the director a 
trustee for the stockholder? If he is, 
then the fiduciary relation between 
them means that they cannot treat 
each other as strangers in their dealings. 

The question of the relation between 
the director and the stockholder arises 
most pointedly when the director pur- 
chases stock from the stockholder at a 
price below the fair market value.” 
A stockholder hears rumors about the 
company and is willing to sell a block 
of stock ata sacrifice. Can the director 





% This is not a place for a discussion of the con- 
flicting legal theories. For a summary of the law and 
a conclusion from it that the director owes a fiduciary 
duty to the stockholder, cf. Berle, A. A., Jr., Studies 
in the Law of Corporation Finance, p. 176 et seq. 
Cf. also 2 Thompson on Corporations (znd Ed.) Sec. 
1363, p. 885. 
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value? Except for the fact 


t he is a director of the company, 


iid make both purchases. The 
of the various states disagree 
- answer to the question. Some 
take the position that the director 


fiduciary” and hence must make a 
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ck. In the Oliver case the court 
| the shareholder to rescind the 
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at the director is interested in, 
ver, is the course of action to be 

1 when purchasing shares of the 
in the case 
mall companies is the question 
rtant. When the shares are listed 


e Oliver o. Oliver, 118 Ga. 362, 45 S. E. 232 
rhe courts of the following states seem to 


that the director owes a fiduciary obligation to 


reholder: Iowa, Kansas, Nebraska, Ohio, S. 

a, West Va., and Wisconsin. 

e Hooker 0. Midland Steel Co., 215 Ill. 444, 74 

445 (1905). The courts of the following states 
hold that the director need make no dis- 


res when purchasing stock from a shareholder: 


Indiana, Louisiana, Michigan, Montana, 
y, New York, Pennsylvania, Tennessee, 
The federal courts take this 


lerse 


1 Washington. 
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on an exchange or there is any sort of 
over-the-counter market, there is little 
opportunity for the seller to know to 
whom he has sold, and hence he is 
very unlikely to raise the question later 
when he discovers that he has sold at 
a low price. But in the case of a small 
corporation without a market for its 
stock, the director wishing to increase 
his holdings will probably have to 
deal with local shareholders, and the 
question may naturally arise later as to 
the director’s failure to make disclosures 
which would have made the shareholder 
unwilling to sell at the price at which he 
did sell. 

If the company is incorporated in a 
state which puts the director under a 
fiduciary obligation to the shareholder 
and the transaction is of some size, 
he can afford to seek advice of counsel 
as to just what he must disclose to the 
seller. For small purchases the safest 
course of action to take in such states, 
however, seems to be to make the 
purchase through the regular channels, 
if possible. Even though there is no 
market for the stock, the purchase can 
perhaps be made through a broker 
instead of being personally executed 
by the director. Since the identity 
of the purchaser will be unknown 
to the seller, purchases made in this 
way will be less likely to be challenged. 
Moreover, should the director deal 
personally with the shareholder, the 
law is more apt to require disclosure 
when the initiative is taken by the 
director. When the purchase is made 
through a broker, the seller is apt to be 
a more willing seller. 

If dealings between the shareholder 
and the director must be direct,” 
the director would probably be able to 


19 It should be recognized that, so far as disclosure 
is concerned, a secret agent of the director is under the 
same duty as the director. 
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purchase at the lowest price,” by telling 
the shareholder that he wanted to 
purchase his shares but wanted him to 
know all about the company before he 
sold his stock, that he wanted him to 
see the very latest earnings statement, 
and wanted the shareholder to come to 
the office and go over the books. The 
duty is to furnish facts to the share- 
holder, not to interpret them for him. 
When the shareholder feels there is no 
secret or “‘inside” reason for the direc- 
tor’s desire to purchase his shares, he is 
not likely to hold out for an abnormal 
price, and he cannot later object to 
such an approach. 


Liability for Issuing False Public 
Statements 


Since it is universally known that the 
fraudulent man must pay for his acts, 
be he director or not, it is not the 
purpose of this article to deal with 
intentional efforts to defraud. But the 
standard of honesty set up for directors 
by the courts of some states is so high 
that it calls for mention. 

While the law of fraud is full of fine 
distinctions, most men know when they 
are making fraudulent statements and 
when they are not. When, however, 
a director can be held liable for issuing 
a fraudulent statement which he really 
did not know was fraudulent, directors 
may well be concerned. For example, 
in some states?! if the company prepares 





*It is assumed that there is no ethical question 
involved in a director’s purchase of stock from a 
shareholder. In most instances the director merely 
because of his faith in the company wishes to increase 
his holdings. He takes no unfair advantage of the 
shareholder, who is usually well satisfied with the sale 
until the price of the shares appreciates and he dis- 
covers that he sold to a director or, knowing it, 
decides that the director must have had “inside” 
information which he should have disclosed. 

31 See, for example, Solomon vo. Bates, 118 N. Car. 
311, 24 S. E. 478 (1896). In the majority of states 
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a statement and a director signs jt 
without knowing whether or not jt 
is true but assumes that it is, he may be 
held liable when it is later discovered 
that the statement was false—that js 
if it can be shown that reasonable 
diligence on the part of the director 
would have enabled him to discover 
its falsity. 

Again it seems that the director js 
under an extraordinary risk, but all 
that the law imposes in any state js 
“ordinary diligence” in seeing that the 
statements made are true, and the 
careful business man should always 
exercise “ordinary diligence” anyway, 
The director must not be negligent in 
issuing statements and expect protec- 
tion from the law. 

What is “ordinary diligence”’ in this 
situation? In the first place, the care- 
ful director will want an outside ac- 
countant to check the books of the 


company and prepare any financial intent to 
statements to be issued. A firm of the hones 
national importance need not be hired; not be lia 
the small corporation cannot afford precautio: 
it. Buta careful individual accountant tice demz 


can be employed and will probably state. 


make suggestions in accounting practice D. 
worth the fee charged. In connection , 
with financial statements, the director _ Since | 
will want to make some independent innocent 

judgment of his own as to the value expose h 
placed upon the principal assets of the personal | 
company, including the value of some of divide: 
of the larger accounts receivable. thorough 
Without spending an inordinate amount The qu 
of time, each director can make an of directo 
independent investigation of each item arises UN 
on the financial statement—not a mi- 2 Ohio G 
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nute one, for the law does not require 
anything but reasonable supervision. 
Simple checks and a slight examination 





the director must know of the falsity of the statement 
to be held liable. Bell o. James, 128 App. Div. 24!, 
112 N. Y. S. 750 (New York, 1908). 





the books of the company may 

ver juggling of figures and efforts 

ver up embezzlement. The law 

, very exacting, and the careful 

business man who takes his position as 
i; rector seriously will go even further. 

In the case of public statements not 
fnancial and not in the form of figures, 
as those contained in informal 
tock circulars not examined by counsel, 
their contents are more easily checked. 
[he careful director will go over every 
statement contained in them and make 
some effort to check those regarding 
which he is doubtful. 

The matter of false statements is 
isually covered by statute, and the 
director will do well to be familiar 
with the section of the statute applica- 
ble to his corporation. The General 
Corporation Act of Ohio,?? for example, 
makes the director personally liable 
for issuing a false statement ‘with 
intent to deceive”; under such a statute 

e honest but careless director would 

t be liable. If the director takes the 
precautions which good business prac- 

» demands, he will be safe in any 


Declaration of Dividends 


| Since in no other way does the 
> innocent and well-meaning director 
xpose himself to so much risk of 
fF personal liability as in the declaration 
| t dividends, the problem calls for a 

rough analysis. 

he question of the personal liability 
i directors for declaration of dividends 
irises under the general rule that divi- 





* Ohio General Code, Sec. 8623-123. The Ohio 
{ ration Act is used to illustrate this article, 
because it is as typical as any, is one of the most 
re ently drawn, and is liberal without being lax. It 
was drawn up by a group of lawyers and business men, 


ah 2s emia ° ‘ 
1 in 1927, and substantially amended in 1929. 


etiort was made to include in it the good features 
e acts of other states and to fit it to business 
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dends may not be paid out of capital.” 
Most directors know the rule, but the 
difficulty comes in its application to the 
situation in which they find them- 
selves.24 If they know that the capital 
has been impaired, they are liable,** but 
what if they do not know that it has 
been impaired? 

The matter of dividends is usually 
covered by statute, and the director 
should be familiar with that section 
of the statute under which he operates. 
In Ohio, Virginia, and California the 
directors are personally liable to the 
extent to which the capital stock has 
been unlawfully divided, withdrawn, 
or paid out. In New York they are 
liable to creditors for the full amount 
of the loss sustained by reason of the 
unlawful dividend. In Idaho and 
Washington the directors are liable 
to the corporation and its creditors 
only in the event of dissolution, but 
the corporation need not be insolvent 
at the time of the declaration. In 
Massachusetts the directors are fiable 
for making and consenting to a dividend 
if the corporation will thereby be 
rendered insolvent. It can thus be 
seen that there are different measures 
of liability and different conditions 
under which liability is imposed. 

Suppose now that the directors, 
knowing that if they declare a dividend 
which impairs capital they will be 


23 In some states dividends may be paid out of pre- 
mium on stock. Since it is usually unsound business 
practice anyway, the director will protect himself by 
always voting against the declaration of dividends 
from such a source, without advice of counsel. 
Sound business practice and personal safety for the 
director dictate that he treat as capital everything 
paid in for stock, even when no-par stock has been 
sold and part of the money paid in is put into the 
surplus account. 

24 Cases on the point are conflicting and fine dis- 
tinctions are drawn. All that can be done in this 
article is to point out the safe rule to follow. 

2% Loan Society v. Eavenson, 248 Pa. 407, 94 A. 121 


(1915). 
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liable to someone, gather at a meeting 
for the purpose of declaring a dividend. 
The treasurer lays before the directors 
an improperly prepared balance-sheet 
with overstated assets but showing a 
surplus and an income statement show- 
ing a profit but charging no deprecia- 
tion. Relying upon these statements 
and acting in good faith, the directors, 
who have no bookkeeping knowledge, 
declare a dividend which does not use 
up the entire surplus shown on the 
balance-sheet. Within a short time 
the company becomes insolvent, and 
it is then found that the assets were 
grossly overvalued and that the declara- 
tion had impaired capital. At common 
law, that is, if there is no statute cover- 
ing the matter, the good faith of the 
directors will prevent them from being 
personally liable.” 

But the New York Courts, in the 
case of Wesp v. Muckle,” in interpreting 
the New York statute on the question, 
held to the contrary. The situation 
was much the same, the declaration 
being made in reliance on financial 
statements showing good condition and 
it being later found that the assets 
had been overvalued. One of the 
directors sued was a foreman and one 
of them merely attended meetings; 
neither of them was a bookkeeper and 
neither knew of the errors. The cor- 
poration became bankrupt and the 
trustee sued to recover the amount of 
the dividend declared; the directors 
were held liable. The section of the 
statute*® provided for liability for illegal 
dividends and made no mention of the 
matter of good faith. The court said, 
*“Whether the director knows the exact 
condition of the corporation is unimpor- 


% Chick ov. Fuller, 114 Fed. 22 (CCA, 1902), certiorari 
denied, 187 U. S. 640, 23 Sup. Ct. 841. 

7 136 App. Div. 241, aff'd. (mem.) 201 N. Y. §27, 94 
N. E. 1100 (1910). 

%28S.C. L. 


HARVARD BUSINESS REVIEW 


tant. It is his duty to ascertaip 
whether the earnings authorize the 
withdrawal of the corporate assets to 
pay a dividend. If he can be excused 
because he did not know the condition 
of the corporation, the effect of the 
statute would be nullified . . . They 
had abundant opportunity to examine 
the statement each time and ascertain 
whether a dividend was proper. The 
estimation of values they assented tp 
or did not investigate. They may have 
relied upon the secretary, but it was 
their affirmative duty to know whether 
a dividend was justified before authoriz- 
ing its payment.” 

If the courts of other states interpret 
their statutes in the same way so as to 
exclude the good-faith defense, direc- 
tors will indeed have to exercise great 
care and are certainly in need of 
guidance. The only conservative atti- 
tude for directors to take, however, is 
that other states will so interpret their 
statutes; hence the directors should so 
govern themselves as to avoid liability 
if that attitude is taken. In California 
it has been held™ that good faith is no 
defense unless it is shown that there was 
fraud against which the directors could 
not protect themselves. What rules 
can be formulated to guide the director 
in view of the attitude of the courts? 

Courts unwilling to go so far as to 
deny completely the defense of good 
faith do hold directors liable, if reason- 
able examination of the statements 
presented to them would have shown 
them the impairment of capital. One 
of these courts™® said, “If they had 
made full inquiry and reasonable ex- 
amination, and had been misled by 
erroneous information on which they 
had a right to rely, that might have 





So. Cal. Home Builders v. Young, 45 Cal. App. 
679, 188 Pac. 586 (1920). 
%® Fell v. Pitts, 263 Pa. 314, 106 A. 574 (1919): 
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an excuse for distribution of 
al instead of profits.” It is sub- 
ted that this is a reasonable attitude 
one likely to be followed. 
it certain rules can be gathered. 
f course, the directors should 
financial statements which are 
| by a competent accountant in 
n they have faith, but complete 
h should not be placed in him. 
the statements are presented, a 
| examination of them should be 
by the directors and no declara- 
f dividends made by merely not- 
profit and surplus items. If 
the statement there is any reason 
ibt any of the items or if the 
is not a large one and hence 
erstatement of the assets might 
t away, the directors should then 
an independent valuation of the 
nd check the computation of 
profits. 
An independent examination should 
always be made if suspicion is aroused 
y way, and it should always be 
le if the company is not prosperous. 
well to remember that the less 
ous the company the greater 
hances for impairment and hence 
he greater the need for caution. The 
mination should consist in an evalu- 
ion of the assets, a checking of the 
preciation policy, a determination 
whether or not all expenses have been 
rged off, and the like. Such an 
mination can be made without a 
large expenditure of time, and the 
directors owe it to their company and 
emselves to make it. 
If, after the examination of the state- 
ments and of the company itself, the 
tors suspect for any reason that 
capital has been impaired, they 
ld decline to declare a dividend. 
, the directors would always 
fe if they adopted the sound busi- 
olicy of not declaring dividends 
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unless they are earned quite com- 
fortably, but the circumstances may 
be such as to put pressure upon the 
directors and make them desirous of 
declaring dividends if legally possible. 

In the final analysis, then, these steps 
to be taken are merely rules of caution, 
and extreme caution is the only protec- 
tion against the holding of Wesp v. 
Muckle. In its full force that case 
requires the directors to determine at 
their peril whether or not there is a 
fund from which dividends can be 
paid, and the only protection is absolute 
accuracy in the financial statement or 
else refusal to declare the dividend 
unless there is ample margin to allow 
for mistakes. Fortunately, this ex- 
treme view will probably not be widely 
adopted. As has been seen, good faith 
coupled with bad judgment is a defense 
in many states; in others, examination 
of financial statements at least is 
required; and in still others, some 
examination of the company to deter- 
mine the truth of financial statements. 
The wise director will require a financial 
statement prepared by a competent 
accountant, will then make some check 
of his own as to the value of the 
principal assets and the method of 
computing profits, and will then decline 
to vote for a dividend unless there is 
margin of surplus to take care of errors. 


Miscellaneous Statutory Liabilities 


The following statutory liabilities 
are found in the corporation law of 
most states: 

Most states require publication of 
certain reports and impose punishment 
for failure to file or publish these 
reports. The directors may be made 
liable for all debts contracted after the 
date upon which the report should have 
been published and until the next date 
set in the statute. 

Some states impose liability for con- 
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tracting debts in excess of the capital 
stock. 

Statutes making the stockholders 
personally liable for debts in case of 
faulty incorporation are usually con- 
strued liberally for directors so as to 
exclude them from this personal lia- 
bility. But the Ohio Act and some 
others make the directors personally 
liable for debts contracted by the 
corporation, if business is done before 
the payment of the capital specified 
in the charter for starting business. 


Avoidance of Liability for Acts of the 
Board 


When a director has concluded that 
the action before the board is apt to 
result in personal liability for members 
of the board and he is unable to per- 
suade his fellow-directors against taking 
the action, how can he prevent the im- 
position of the liability upon himself? 

So that he may be ready to meet such 

a situation when it arises, the director 
should insist upon the constant obser- 
vance of certain formalities. He should 
insist that minutes of the meetings be 
kept by the secretary, that all actions 
of the board be taken upon resolution, 
and that the vote on each resolution be 
recorded in the minutes with the names 
of those dissenting from the action 
clearly recorded in the minutes. Then 
when the situation arises making it 
necessary for the director to protect 
himself, he may do so by simply 
having the secretary record in the 
minutes that he was one of the dis- 
senters from the resolution embodying 
the action for which it is sought to 
charge the directors personally. In all 
states such steps will prevent the im- 
position of liability; that method of 
preventing liability is specifically pro- 
vided for in the Ohio Act. 


If the action is taken at a meeting 
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not attended by a director, he should 
register his dissent from the action as 
soon as he has learned of it. This 
should be done by so stating in a letter 
and sending the letter by registered 
mail to the secretary. Since liability 
has been imposed upon absent directors 
because their subsequent action seemed 
to ratify the action of the board, it js 
important to take these affirmative steps. 

If the board persists in taking action 
which is apt to result in personal 
liability, it will be safer for the director 
to resign. The resignation should be 
in writing and should be addressed to 
the president of the board—in small 
companies usually the president of the 
company. 
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Conclusion 


The director should not feel that 
when acting as a director he is walking 
a corporate tight rope over a river of 
personal liability. In most states the 
courts take an entirely reasonable atti- 
tude towards directors, realizing that 
they have businesses of their own and 
act for little or no compensation. The 
standards set up are not extreme and 
in all cases are met by observing sound 
business practice. But justice to the 
stockholder makes it essential at least 
to require good faith and reasonable 
attention to the business on the part 
of the director. 

The director of the Paris General 
Store is much more likely to be sub- 
jected to personal liability than the 
director of the United States Steel 
Corporation and much less able to 
stand it; he should not accept the 
position without being willing to accept 
the risks and responsibilities. In most 
instances a simple recognition of the 
risks involved will make the director 
sufficiently careful to avoid personal 
liability. 
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